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INTRODUCTION TO BUSINESS LAWS  
 
This course has been designed with the objective of developing clear 
perception and understanding of the students about the different laws 
concerning business and labour. This course would enable the students to 
apply these laws in real life situations. 
The course is comprised of the following modules containing 
different laws confronting the businesses and labour force. 
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Lecture 1 LAW AND ITS SOURCES 
1. The nature of law 
2. Classifications of law 
3. Sources of law 
4. Preventive law 
 
INTRODUCTION 
When you think of law, what images come to mind? Some people think of police 
officers, while others see courts or lawyers. Many people view law as a regulation or 
some other command from the government. Each of these perceptions is at least 
partially accurate because each is part of our legal system. 
Law is an important component of our culture. Like language, it reflects the values, 
history, and current problems shaping society. A true understanding of our society 
requires a basic comprehension of the nature and function of our legal system. In recent 
years, the need to understand the legal system has grown in importance. This is 
reflected in the tremendous increase in the use of lawyers and the corresponding growth 
in the number of lawyers. 
Law in Business 
Effective managers and employees must develop a knowledge of both law and 
business because people involved in business also are involved in, and greatly affected 
by, the law concerning business. With each passing day this link between law and 
business grows even stronger. 
 
1.The Nature of Law 
We cannot fully understand the role of law in our lives without first identifying its 
fundamental nature. This requires a recognition that law is both a process and a product. 
This section introduces the process notion by considering what is meant by a legal 
system. It also examines the product idea with the formulation of a definition for the term 
"law’' The section ends with an introduction to the basic functions served by law. 
The Legal System 
Legal philosophers and scholars do not agree on a single definition of "the law." 
The term is sometimes applied to a legal system, as when we speak of "the rule of law." 
Here we are referring to a political system in which all people within the system, 
including the most powerful leaders, are required to follow the rules called "the law'’. 
Furthermore, they are all answerable to the system of courts that applies that body of law. 
In many countries, the Constitution is the foundation of the legal system. 
The  legal system involves processes for social control. It provides institutions such 
as legislatures and government agencies for the creation of rules of behavior. It also 
establishes police forces and courts to enforce the rules and resolve disputes. 
Law As Rules 
More commonly, when people speak of "law" they refer to the rules themselves. 
"The law says that you must …  " is a phrase you often hear. This is the sense in 
which the law" generally is used our lectures. Accordingly, the following definition may 
be useful: 
The law is a set of principles, rules, and standards of conduct that: 
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Have general application in a society. 
Were developed by a legitimate authority for that society. 
Trigger penalties when they are violated 
Functions of Law 
The basic functions of law are: 
1. Keeping the peace.  
2. Enforcing standards of conduct and maintaining order. 
3.  Facilitating planning. 
4. Promoting social justice. 
The first two functions—keeping the peace and enforcing standards of conduct and 
maintaining order—help further another function of law that is especially important: 
facilitating planning. Contract law is an example of this function. In making the courts 
available to enforce contracts, the legal system ensures that parties to contracts either 
carry out their promises or pay for the damages they cause. For example, through 
contracts, a manufacturing company can count on either receiving the raw materials and 
machinery it has ordered or else getting money from the contracting supplier to cover 
the extra expense of buying substitutes. 
While all societies use law to keep peace and maintain order, societies such as ours 
also use the law to achieve additional goals. The tax laws, for example, seek not only to 
raise revenue for government expenditure but also to redistribute wealth by imposing 
higher inheritance and income taxes on wealthy people. The antitrust laws seek to 
prevent certain practices that might reduce competition and thus increase prices. 
Consumer laws have a wide range of purposes from prohibiting the sale of unsafe 
products to providing more information to shoppers. 
The function of these statutes is to promote social justice by protecting the 
disadvantaged. Courts, in applying the law, also seem to be seeking to balance the 
scales to benefit the "little guy" in dealing with big business, big labor, and big 
government. Helping the ordinary citizen to deal with a very complex and quite 
impersonal economy also is the objective of the federal legislation establishing social 
security, welfare, housing, and medical programs. 
 
2. Classifications of Law 
There are many ways to subdivide the law. One is to distinguish between 
substantive law and procedural law. Another important distinction is between 
criminal and civil law. This section examines these legal classifications. 
Substantive versus Procedural Law 
Substantive law sets out the rights and duties governing people as they act in 
society. Duties tend to take the form of a command: "Do this!" or "Don't do that!" An 
example is the Civil Rights Act of 1964. It tells employers that they must not 
discriminate among people in hiring and employment on the basis of race, color, 
religion, sex, or national origin. 
Substantive law also establishes rights and privileges. An example is the 
freedom of speech granted by the U.S.Constitution. Another is the right you have to 
defend yourself if physically attacked—the so-called right of self-defense. A slightly 
7 
 
different example is the privilege of receiving food stamps if you meet the 
qualifications set up by Congress. 
Procedural law establishes the rules under which the substantive rules of law 
are enforced. Rules as to what cases a court can decide, how a trial is conducted, and 
how a judgment by a court is to be enforced are all part of procedural law. 
Criminal versus Civil Law 
Criminal law defines breaches of duty to society at large. It is society, through 
government employees called prosecutors (such as district attorneys), that brings court 
action against violators If you are found guilty of a crime such as theft, you will be 
punished by imprisonment or a fine. When a fine is paid, the money generally goes to the 
state, not to the victim of the crime. 
Private duties owed by one person (including corporations) to another are 
established by civil law. For example, we have a duty to carry out our contractual 
promises. Tort law defines a host of duties people owe to each other. One of the most 
common is a duty to exercise reasonable care with regard to others. Failure to do so is 
the tort of negligence. 
 
3.Sources of Law 
The primary sources of law are: 
 Constitutions 
 Treaties 
 Statutes 
 Court decisions 
 Private law 
 Constitutions 
The  Constitution is the highest source of law in country. Every other form of law 
must be consistent with the Constitution or it will be struck down by the courts. The 
Constitution of Ukraine is the nation's fundamental law. The constitution was 
adopted and ratified at the 5th session of the parliament of Ukraine on 28 June, 1996. 
The constitution was passed with 315 ayes out of 450 votes possible (300 ayes 
minimum). 
Other laws and other normative legal acts of Ukraine must conform to the 
constitution. The right to amend the constitution through a special legislative 
procedure is vested exclusively with the parliament. The only body that may interpret 
the constitution and determine whether legislation conforms to it is the Constitutional 
Court of Ukraine. 
The Constitution of Ukraine is divided into 15 chapters: 
General Principles; Human and Citizens' Rights, Freedoms and Duties; 
Elections. Referendums; Verkhovna Rada of Ukraine; President of Ukraine; Cabinet 
of Ministers of Ukraine. Other Bodies of Executive Power; Prokuratura; Justice; 
Territorial Structure of Ukraine;Autonomous Republic of Crimea; Local Self-
Government; Constitutional Court of Ukraine;Introducing Amendments to the 
Constitution of Ukraine; Final Provisions;Transitional Provisions. 
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Treaties 
The Constitution declares that treaties made by the president with foreign 
governments, and ratified by at least two-thirds of the Parliament, are "the supreme law of 
the land." They therefore may override acts of parliament or state legislatures and other 
laws that are inconsistent. However, conflicts of this sort seldom arise since the states 
may not make treaties with foreign countries. 
Statutes 
Within each legal system, federal or state, statutes stand next in the hierarchy. A 
statute is the product of the lawmaking of a legislature. Statutes may add details to the 
government framework by establishing a regulatory agency or an agency to provide a 
public service. Or statutes may establish rules that govern certain kinds of activities, such 
as the use of automobiles on highways. The entire criminal law, the law applicable to 
sales of goods, and almost all law limiting or regulating business activities is 
statutory law. 
Governmental units within the states, such as cities and counties, also have the 
power to legislate. Their enactments are called ordinances. Local legislation 
regulating zoning and noise levels are examples of ordinances. 
Court Decisions 
Courts make law in three ways: 
Interpretation—they determine the meaning of statutes, administrative rules, 
executive orders, and even treaties and constitutions. 
Common law—they "find" or determine the law in settling disputes where none 
of the other sources of law appears to supply an applicable rule. 
Judicial review—they review the constitutionality of the acts of the legislative 
and judicial branches. 
Interpretation 
Courts make law by the first process—interpretation. The courts have the last 
word on what a legislature has said in a statute. Since many statutes are written in 
very broad and general language, the "power to interpret" is an important one. Of 
course, a court cannot say the legislature meant to establish a 65-mile-per-hour speed 
limit when the statute says 55. However, courts can decide if a statute applies to a 
specific case. This is especially important where the case involves a situation the 
legislature did not foresee when it passed the law. Through such interpretation courts 
can broaden or narrow the reach of a law. 
In interpreting a statute, courts generally: 
 Look to the plain meaning of the statute's language. 
 Examine the legislative history of the statute. 
 Consider the purpose to be achieved by the statute. 
 Try to accommodate public policy.  
Where a statute has been interpreted by a government agency the courts 
traditionally defer to that interpretation if it seems reasonable. Think about the factors 
that influenced the court's interpretation of the city ordinance in the chapter opener. 
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Common Law 
The second manner in which courts make law is by "declaring" the law. This 
"decisional law" arises because courts generally must decide any dispute properly 
brought before them. If there is no statute or other type of law providing a rule the 
court can use to resolve a dispute, it is not excused from making a decision. Instead, 
the court must declare the rule of law for that dispute. Such court-created law is 
called common law. 
The term "common law" comes from English origins. The Normans conquered 
England in 1066, and one of the principal devices William the Conqueror and his 
successors used to unite the country was to send royal judges around to hold court in 
the various cities. In this manner he varying customs and law of each locality were 
replaced by a uniform or "common" system. The common law developed as the 
judges resolved the disputes brought to them. If the facts were similar to those of an 
earlier case, they tended to follow the earlier decision. In this way the rule of 
precedent (or the doctrine of stare decisis) was developed. (Stare decisis is more fully 
discussed later in this chapter.)  
Another important source of decisional law is equity. The early English 
common law courts could determine title to land and could award money damages in 
settling disputes. However, when someone wanted some other remedy such as an 
order to the defendant not to do something, that person's only recourse was to petition 
the king through the chancellor. Eventually a new court, the court of chancery took 
form. It provided remedies different from those of the common law courts, most 
notably the injunction. An injunction is a court order forbidding a party to do some 
act, or ordering the parry to do something. Equity also differed from common law 
because its procedures were much less rigid. It sought fairness between the individual 
parties more than blind adherence to past precedents. Almost all states have now 
abolished a separate court of chancery, but the remedies and the approach of the 
equity courts continue to be applicable in the kinds of disputes those courts were 
accustomed to handling 
Judicial Review 
The third way in which courts make law—judicial review—derives from their 
power to interpret a constitution. A court has the power to declare that a decision of a 
lower court is inconsistent with a state or Constitution. In addition, courts have the 
power to declare statutes passed by the legislature, as well as acts of the executive 
branch, unconstitutional.  
Private Law 
The sources of law discussed above owe their existence to public institutions. 
However, private individuals also can create law through their power to contract. 
When two or more individuals enter into a valid contract, the courts will enforce the 
terms of their agreement. Unlike the other sources of law, contracts are private law. As 
such, only the parties to the agreement are required to comply with the contractual 
obligations.  
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4.Preventive Law 
In the past quarter century there has been a qualitative as well as a quantitative 
change in the concern of business managers with law. In earlier times, business 
managers generally employed lawyers only in emergencies. A lawyer might be hired 
if a business was sued, if a debt could not be collected, or if a supplier's goods were 
defective and no settlement could be reached. Today, business managers also retain 
lawyers to help them plan to avoid such emergencies and to comply with the rapidly 
growing mass of legal rules imposed on business operations by government bodies. 
This use of lawyers by businesspeople is called preventive law. 
Objectives of Preventive Law 
The objectives of preventive law are to arrange business plans and methods to 
increase profits by (1) avoiding losses through fines and damage judgments and (2) 
reaching business goals through enforceable contracts while avoiding government 
prohibitions. By involving a lawyer in the business-planning process, a desired 
business objective can be reached with less legal risk. Preventive law further aims to 
minimize the possibility of failure if the business has to go to court to enforce its rights. 
 
FIGURE 1  -  Preventive law 
 
Roles of Lawyers and Clients 
Almost every business activity involves legal risks and consequences. To avoid 
costly judgments and to get that to which they are legally entitled, businesspeople 
generally need to be familiar with the law applicable to their activities. Studying this 
book will aid in this, but it will not prepare you to be your own lawyer. Consider an 
analogy from the field of medicine. While there are times when you need a doctor, you 
still need a good knowledge of first aid to deal with the most common problems. Such 
knowledge also will help you to know when you should call a doctor—or in this case, a 
lawyer. 
The practice of preventive law requires a knowledgeable client as well as a 
knowledgeable lawyer. The client needs to understand the legal system and the 
applicable law well enough to be able to communicate with the lawyer, (See Figure 1).  
Clear communication 
between a knowledgeable client 
and a knowledgeable 
lawyer permits 
Creation of  
enforceable contracts 
Avoidance of adverse 
civil and criminal 
lawsuits 
 
Notice of government 
regulations 
Effective planning 
by: 
Increased profits by: 
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The client needs to know what information is relevant and necessary to the lawyer's 
opinion. Too often clients get into trouble because they have not fully informed their 
lawyers. A legal opinion is no better than the information on which it is based. 
Problems also arise when clients apply legal advice to situations not contemplated by 
the lawyer. This can lead to a lawsuit, or it may discourage the client from doing 
something that is clearly legal. 
 
 
 
Lecture 2 FORMS OF BUSINESS ORGANIZATION 
1. Forms of legal ownership 
2. Factors to Consider in Choosing Forms of Business Organization 
3. Limited Liability Companies 
4. Limited Liability Partnerships 
5. Franchising 
  
1.Forms of legal ownership 
Sole Proprietorship 
A sole proprietorship is a business operated by a person as his own personal 
property. The enterprise is merely an extension of the individual owner. Agents and em-
ployees may be hired but the owner has all the responsibility; all the profits and losses are 
the owner's. For example, one might conduct a computer service business as an 
individual proprietorship. It would be very much like buying a house as an investment and 
renting it out. The person operating the business need not use his or her own name as 
the name of the business; it may be operated under an assumed or trade name, such as 
the Data Experts Company. Such a trade name would have to be registered with the 
proper state or local official, however. Employees of the business are the personal 
employees of the owner. 1 tie salaries and wages paid to employees of the business and 
other business expenses are deductible in determining taxable income. 
PARTNERSHIPS 
General Partnership 
A partnership is a voluntary association designed to carry on a business for profit. 
However, no express agreement to create a general partnership is necessary. All that is 
required is that the parties intend to have the relationship that the law defines as a 
partnership. In a general partnership, each of the partners is an owner and will have a 
right to share in the profits of the business. Unless otherwise agreed, a partner will not be 
considered an employee and will not be entitled to wages for the services he or she 
renders to the partnership. As with a sole proprietorship, each partner will be personally 
liable for any losses suffered by the partnership business, even if the losses exceed the 
individual partner's contributions to the enterprise. 
Limited Partnership 
The limited partnership, a variation of the ordinary or general partnership, was 
designed to combine the informalities of the partnership with the capital-raising 
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advantages of the corporation. It permits investors (the limited partners) who do not 
engage in management to share in the profits of the business without becoming 
personally liable for its debts. 
CORPORATIONS 
A corporation is treated as an entity separate an 1 distinct from its owners. By 
incorporating it is easier to hold property over long periods of time since corporate 
existence is not generally threatened by the death, bankruptcy, or retirement of an 
individual owner. A corporation can acquire, hold, and convey property in its  own 
name. It can also sue and be sued in its own name. The principal reason to incorporate 
a business today, however, is the limited liability of its shareholders. Ordinarily, the 
owners (shareholders) of a corporation are not personally liable for  its debts, their loss 
is limited to their investment. 
Corporations often are divided into publicly held and close corporations. The stock 
of the close corporation is held by a family or small group of people who know one  
another. A publicly held corporation sells shares to people who may have little  
interest in it except as investors. 
One's status as a shareholder gives one certain ownership rights in the corporate  
business, although this does not include an automatic right to be an employee. 
However, in numerous instances, the employees of a publicly held corporation will 
become shareholders, and the shareholders in a close corporation will serve as 
employees. 
 
2. Factors to Consider in Choosing Forms of Business Organization 
Each type of business structure possesses certain advantages and disadvantages 
that must be considered in deciding which form of business organization to select. Some 
of these important attributes are: 
 Limited liability 
 Taxation 
 Formalities 
 Financing 
 Management 
LIMITED LIABILITY 
Safety is a prime consideration for most investors, particularly when they are not 
major participants in the enterprise. Limited partners who do not participate in 
management and shareholders in a corporation may lose their investment if the 
business fails. However, they have no further liability to creditors of the business or to 
victims of torts that are attributable to the business. In contrast, partners in a general 
partnership may lose not only their investment but also may be required to pay 
partnership debts from personal assets. Sole proprietors have the same risk of 
unlimited personal liability. 
In many instances, shareholders in a small corporation may be induced to 
voluntarily waive their unlimited liability. Credit to such corporations, especially new 
ones without strong earnings records, .nay be granted only if the debt is guaranteed by 
one or more of the shareholders. Lending banks often require shareholders to cosign 
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corporate notes. Suppliers may require shareholders to guarantee accounts. These acts 
are seldom demanded of limited partners because the general partners are liable. This 
exception to limited liability seldom occurs outside of the contractual context. For 
example, a victim of the negligence of an employee in driving the corporation's delivery 
truck cannot get the wealthiest shareholder to agree to assume liability after an accident. 
Therefore, from a risk standpoint, a shareholder or limited partner is better off than a 
general partner. 
TAXATION 
The wealth-increasing potential of an investment in a business is greatly 
affected the income tax laws. These laws change from time to time; however, the 
basic  principles tend to remain constant. Changes in rates of taxation may shift the 
tax advantage between the partnership and corporate forms in certain circumstances. 
Since earnings projections for a business are also uncertain, the possibility of tax 
rate changes seldom affects the final choice of the form of organization. 
The basic difference is between taxation as a partnership and taxation as a cor-
poration. A corporation is a taxable entity. It pays income taxes on its own income, and 
its shareholders generally must pay income taxes on dividends from the corporation 
although they are paid out of income already taxed to the corporation. On the other 
hand, a partnership is not treated as a taxable entity. Income (or loss) is passed through 
pro rata to the partners and taxed to them. Likewise, a sole proprietorship is not a 
taxable entity. 
FORMALITIES 
An individual proprietorship or a general partnership can be formed without the 
formalities required of a corporation or a limited partnership; no filing with a 
government official is necessary. The same is true at termination. Cancellation of the 
certificate is necessary for limited partnerships and corporations. 
Less is also required when proprietorships and partnerships operate in other states. 
A corporation must be qualified if it wants to do intrastate business in any state except the 
state in which it is incorporated. For example, if a corporation wanted to operate a retail 
shop in another state, it would have to file its articles of incorporation in the new state, 
appoint a local representative to accept legal papers for the corporation, and pay annual 
privilege or franchise taxes as well as pay for the privilege of qualification. None of this 
is required of an individual proprietorship or a general partnership. 
FINANCING 
For larger businesses, the corporate form makes financing, easier. The wide variety 
of equity and debt securities available allows flexibility.  Limited liability and the 
tendency of investor, to relate corporate securities to familiar "blue chip" companies 
make them appear safer. For small corporations, the continuity factor may make it 
easier for the business to borrow money from a bank. If the principal shareholders put 
up their stock as collateral, the loan may be more acceptable. This would give the 
lender a chance to take control of the management or to sell the corporation as a 
going business rather than be forced to liquidate if the loan becomes uncollectible 
MANAGEMENT 
The corporation can be very flexible in management arrangements. Day-to-day 
operating management can be given to one or more officers, while the board of 
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directors retains general policy control. Shareholders who are not directors have a 
very limited voice in corporate decision making; however, they seldom risk liability 
by participating in management. 
Limited partners, on the other hand, generally cannot participate in 
management  at all without the danger of losing limited liability. General partners 
usually are free to take an active role in management, although they can delegate 
routine management decisions to one or more partners. Nevertheless, all general 
partners are likely to have apparent authority to bind the partnership. Because 
partners seldom give up their right to participate in management, business decisions 
may be delayed by time consuming consultation, and deadlocks may occur. 
The close corporation is no freer of serious problems than a partnership when 
owners cannot agree on management. Since it is more traditional in the corporate  
form to assign everyday management to a chief executive officer, conflicts and 
disputes may arise less often under that form. 
Of course, the sole proprietorship provides the greatest ease of management. 
There, the proprietor is free, within the limits of the law, to unilaterally determine the 
destiny of the organization. 
MAKING THE CHOICE 
Rarely do all of these factors point toward the choice of one form of business 
organization. For instance, in the case that opened this chapter, Kim may have favored 
either the corporate or the limited partnership form in order to shelter her private 
savings from business debts. However, under the corporate form, she faces the 
problem of double taxation when dividends are declared. George and Martha could 
lessen this problem for themselves by steering corporate earnings toward salaries and 
fringe benefits rather than toward dividend payments. George and Martha also could 
draw salaries and benefits under the limited partnership form. Kim, on the other hand, 
could not. And, as a passive investor, she could be taxed immediately on her share of 
any undistributed partnership earnings. Accordingly-each factor needs to be analyzed 
separately and then all the advantages and disadvantages need to be weighed 
together. 
It is possible that a single factor such as limited liability will be so important as to 
outweigh other factors. However, if the business involves little risk or the owners have 
few other assets, this factor should be given little weight. In our restaurant case, Kim and 
Martha will want to give great weight to the limited liability factor. A restaurant, 
particularly one selling alcoholic beverages, would continually be faced with the risk of 
large personal injury suits. 
Likewise, in starting a small business, financing a corporation will be no easier than 
financing a partnership or an individual proprietorship. If several years of substantial 
losses are expected and the owners have other income that can be offset by the losses, 
being taxed as a partnership may be the primary factor. The partnership can be changed 
to a corporation later, when profits are assured. At that time, pension plans and other 
employee fringe benefits and reinvestment of profits in the business will probably result 
in minimizing taxes through the corporate form. 
It is wise to consult a public accountant and a lawyer who have had experience 
with businesses faced with these choices and who are familiar with the latest IRS rules. 
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Certainly this should be done before forming a corporation if the business is beyond 
minimal size or capitalization. There are likely to be adverse tax consequences from 
liquidating a corporation or selling its assets, to another form of business. 
 
3.Limited Liability Companies 
Forty-seven states have statutes that permit businesses to operate limited liability 
companies (LLCs). These statutes grant LLCs the taxation benefits of partnerships and 
the limited liability advantages of corporations. Unlike limited partnerships, all of the 
investors are able to share in management and, unlike S corporations, there are no 
restrictions on the number of members an ILC can have. 
CREATION 
LLCs are similar to corporations and limited partnerships in that they require the 
filing of articles of organization with the secretary of state. The name of an LLC must 
include the words "limited liability company" or some other clear indication of its 
limited liability feature so the public is made aware of this fact. Some states require LLCs 
to file annual reports with the Secretary of State. 
LEGAL STATUS 
Like a corporation, an LLC is a separate entity with a legal existence apart from 
its individual owners. It may sue or be sued in its own name and it can buy, hold, or sell 
property. Similarly, it may enter into contracts and incur liabilities in its own name. 
Because of the LLC's separate legal identity, it generally is liable for its own 
obligations. In short, the members have limited liability. This means they risk no more 
than their investment in the LLC. However, as with corporations, courts will pierce the veil 
between the LLC and its members if an LLC is created with the intent to defraud its 
creditors. In those instances, the members will be personally liable on LLC debts. 
OPERATION 
Like corporations, LLCs are separate and distinct from their members. Thus, one 
member has no personal liability for the wrongful acts of others. This is an appealing 
feature for partners in professional firms (doctors, lawyers, accountants, and so on) 
where malpractice suits are skyrocketing.  
Individuals, partnerships, corporations and even other LLCs can become LLC 
members. All that is required is that the member make the agreed-upon capital 
contributions. Members then share in the management of the entity in proportion to their 
capital contributions. Often they will appoint managers to carry out the actual operation 
of the business. 
Because the members of an LLC often share management power, they frequently 
have considerable implied and apparent authority to bind the LLC on transactions in the 
ordinary course of business. They also are fiduciaries of the LLC. As such, they must 
manage the business in the best interest of the LLC. 
TRANSFERABILITY 
State statutes generally permit LLCs to restrict their members' ability to transfer 
their interests in the LLC. Transferees usually have no right to become a member and 
share in the management of the LLC unless the other members consent. A transferee 
who does not become a member is entitled only to the transferring member's share of the 
profits. 
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When a member withdraws from the LLC, she is entitled to receive either the value 
of her interest or a return of her capital investment. However, a distribution of assets to a 
departing member will occur only if the LLC's assets would exceed its liabilities alter the 
distribution. 
DISSOLUTION 
States frequently require limited liability companies to have a stated duration 
(generally no more than 30 years). Further, the LLC must be set up so that it can be easily 
dissolved. Otherwise it will not qualify for the single tax treatment available to 
partnerships under the federal tax laws. Thus, dissolution generally is caused by the 
death, retirement, bankruptcy, or dissolution of any member. However, the mere act of 
dissolution doe; not necessarily terminate the LLC's business. The remaining members 
may avoid liquidation by unanimously agreeing to continue the business operations. 
 
4.Limited Liability Partnerships 
Facing growing numbers of costly lawsuits, the major accounting firms sought 
a new kind of business structure to shield partners' personal assets from malpractice 
claims. The states responded by permitting the formation of limited liability 
partnerships (LLPs). In recent years, many law firms have begun joining the 
accounting profession in making the switch from general partnerships and 
professional corporations to limited liability partnerships. 
CREATING AN LLP 
LLPs are relatively easy to organize around an existing partnership. The 
partners need merely file an LLP form with the state and then maintain an adequate 
amount of professional liability insurance. After this is done, the personal assets of 
partners not involved in wrongdoing by other members of the firm will be sheltered 
from malpractice claims against the firm. Partners who are directly involved in the 
litigation (those who actually committed the malpractice) still have unlimited personal 
liability. 
MANAGING the LLP 
As with general partnerships, all of the partners in an LLP have equal say in its 
management. Of course, this can be altered by agreement. New partners cannot join the 
LLP without the unanimous consent of the current partners. Thus, anyone who buys the 
interest of an LLP partner is not a partner unless the other partners unanimously agree. 
LLP TAXATION 
LLPs are taxed like general partnerships. The LLP pays no income taxes. Instead, 
each partner reports her share of the LLP's profits and losses on her personal tax return. 
 
5.Franchising 
THE NATURE OF FRANCHISING 
Franchising has become one of the most common ways of conducting business in 
the United States. Automobiles, gasoline, and certain home appliances like refrigerators 
and washing machines have long been sold through franchise arrangements. The great 
growth of franchising, however, has come in the last quarter century It has become the 
most common arrangement in providing certain services. This is particularly true in the 
fast-food industry (for example, McDonald's Corporation) and motels (Holiday Inns, 
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Inc.), but franchises are also used in many other fields. A few examples include Century 
21 real estate brokerage firms.  
The franchising relationship is contractual. The franchisor has developed a product 
or service or a particular pattern of marketing it, and the franchisee becomes an outlet in 
what appears to be a regional or national (or even international) chain. The franchisor 
may conduct its business as a sole proprietorship, partnership, or corporation and so 
may the franchisee. Typically, the franchisor is a corporation, and often the franchisee 
forms a corporation to own and operate the franchised business. 
ADVANTAGES OF FRANCHISING 
Franchising may combine the advantages of a small business managed by its 
owner .with the resources, especially marketing impact, available only to large firms. 
The franchisee may be interested mainly in securing the privilege of selling a highly 
advertised product. Usually one of the most important advantages of a franchise to the 
franchisee is the right to use a trademark owned by the franchisor that is well known 
and/or highly advertised. In addition, many franchisors have developed a standardized 
and tested method of conducting the business, whether it is producing hamburgers, 
operating an employment service, or replacing automobile mufflers. 
From the franchisee's standpoint, especially if he or she has had little or no 
experience in the business being franchised, the most important services of the 
franchisor are likely to be advertising, training in the business, and advice after the 
business is underway Some franchisors also assist with financing. They may build and 
equip the place of business and lease it to the franchisee—a so-called turnkey 
operation. 
One of the major advantages of franchising for the franchisor is the possibility 
of rapid expansion by using the financial resources of the franchisees. Through 
franchising, the franchisor can gain considerable control over the distribution of its 
products or services without owning the retail outlets. By carefully controlling the 
number and location of outlets, the franchisor can reduce competition among them 
and perhaps encourage them not to carry competitive products. This may make the 
franchise organizations competition against similar products (or services) more 
effective by-encouraging bigger investments and more aggressive marketing by 
franchisees. Efforts may also be made to influence prices charged by the franchisee. 
Where the franchisee prepares a product such as food, or offers a service, the 
franchisor usually maintains a high degree of control over operations to standardize 
quality. 
FRANCHISEE COMPLAINTS 
Although many franchisees have been very successful, some have quickly lost 
their life savings. Of course, there are risks in any business; not all of McDonalds 
franchises have been profitable. However, some franchisors have grossly 
misrepresented the opportunities for success of their franchisees and the assistance 
that the franchisor will actually provide. Most franchise contracts are typical 
"contracts of adhesion". Some contain terms that may bring hardship to franchisees 
that are acting in good faith and performing reasonably well under the contract. 
Termination clauses frequently give broad discretion to the franchisor. The term of 
the contract may be short—only a year for the typical service station contract—with 
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no assurance of the right to renew or to transfer a going business to another person. 
Some contracts even prohibit franchisees from joining franchisee associations. 
FRANCHISOR PROBLEMS 
In an attempt to control distribution to maximize its profits and perhaps those 
of its franchisees, the franchisor runs the risk of violating federal and state antitrust 
laws. Attempts to require franchisees to buy products, equipment, and supplies 
exclusively from the franchisor may violate the prohibition in the Clayton Act against 
tie-in sales-Attempts to require adherence to prices set by the franchisor and 
prohibitions against sales to customers outside an assigned sales territory may violate 
the Sherman  
Franchise contracts usually, declare that the franchisee is an independent 
contractor and is not an agent or employee of the franchisor. However, in an effort to 
maintain the quality of the product or service offered by the franchisee, and thus the 
value of its trademark, the franchisor often exerts considerable control over many 
aspects of the franchisee's operations. This control has been sufficient in many cases 
to cause courts to hold that the franchisee is not an independent contractor. Although 
insurance can cover this risk in most cases, lawsuits against the franchisor can be 
damaging to reputation as well as time-consuming for the franchisor's executives. 
 
 
 
Lecture  3 THE LEGAL AND REGULATORY ENVIRONMENT 
 
1.Courts and the Resolution of Disputes 
2.Regulator Administrative Agencies 
3.Important Elements of  Business Law 
 
1.Courts and the Resolution of Disputes 
Business law refers to the rules and regulations that govern the conduct of 
business. Problems in this area come from the failure to keep promises, 
misunderstandings, disagreements about expectations, or, in some cases, attempts to 
take advantage of others. The regulatory environment offers a framework and 
enforcement system in order to provide a fair playing field for all businesses. The 
regulatory environment is created based on inputs from competitors, customers, 
employees, special interest groups, and the public's elected representatives. Lobbying 
by pressure groups who try to influence legislation often shapes the legal and 
regulatory environment. 
Sources of Law  
Laws are classified as either criminal or civil. Criminal law not only prohibits a 
specific kind of action, such as unfair competition or mail fraud, but also imposes a 
fine or imprisonment as punishment for violating the law. A violation of a criminal 
law is thus called a crime. Civil law defines all the laws not classified as criminal, and 
it specifies the rights and duties of individuals and organizations (including 
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businesses). Violations of civil law may result in fines but not imprisonment. The 
primary difference between criminal and civil law is that criminal laws are enforced 
by the state or nation, whereas civil laws are enforced through the court system by 
individuals or organizations. 
Criminal and civil laws are derived from four sources: the Constitution 
(Constitutional law), precedents established by judges (common law), federal and 
state statutes (statutory law), and federal and state administrative agencies 
(administrative law). Federal administrative agencies established by Congress control 
and influence business by enforcing laws and regulations to encourage competition 
and protect consumers, workers, and the environment. The Supreme Court is the 
ultimate authority on legal and regulatory decisions for appropriate conduct in 
business. 
The primary method of resolving conflicts and business disputes is through 
lawsuits, where one individual or organization takes another to court using civil laws. 
The legal system, therefore, provides a forum for businesspeople to resolve disputes 
based on our legal foundations. The courts may decide when harm or damage results 
from the actions of others. 
Because lawsuits are so frequent in the world of business, it is important to 
understand more about the court system where such disputes are resolved. Both 
financial restitution and specific actions to undo wrongdoing can result from going 
before a court to resolve a conflict. All decisions made in the courts are based on 
criminal and civil laws derived from the legal and regulatory system. 
A businessperson may win a lawsuit in court and receive a judgment, or court 
order, requiring the loser of the suit to pay monetary damages. However, this does not 
guarantee the victor will be able to collect those damages. If the loser of the suit lacks 
the financial resources to pay the judgment—for example, if the loser is a bankrupt 
business—the winner of the suit may not be able to collect the award. Most business 
lawsuits involve a request for a sum of money, but some lawsuits request that a court 
specifically order a person or organization to do or to refrain from doing a certain act, 
such as slamming telephone customers. 
The Court System 
Jurisdiction is the legal power of a court, through a judge, to interpret and 
apply the law and make a binding decision in a particular case. In some instances, 
other courts will not enforce the decision of a prior court because it lacked 
jurisdiction. Federal courts are granted jurisdiction by the Constitution or by 
Congress. State legislatures and constitutions determine which state courts hear 
certain types of cases. Courts of general jurisdiction hear all types of cases; those of 
limited jurisdiction hear only specific types of cases. The Federal Bankruptcy Court, 
for example, hears only cases involving bankruptcy. There is some combination of 
limited and general jurisdiction courts in every state. 
In a trial court (whether in a court of general or limited jurisdiction and 
whether in the state or the federal system), two tasks must be completed. First, the 
court (acting through the judge or a jury) must determine the facts of the case. In 
other words, if there is conflicting evidence, the judge or jury must decide who to 
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believe. Second, the judge must decide which law or set of laws is pertinent to the 
case and must then apply those laws to resolve the dispute. 
An appellate court, on the other hand, deals solely with appeals relating to the 
interpretation of law. Thus, when you hear about a case being appealed, it is not 
retried, but rather reevaluated. Appellate judges do not hear witnesses but instead 
base their decisions on a written transcript of the original trial. Moreover, appellate 
courts do not draw factual conclusions; the appellate judge is limited to deciding 
whether the trial judge made a mistake in interpreting the law that probably affected 
the outcome of the trial. If the trial judge made no mistake (or if mistakes would not 
have changed the result of the trial), the appellate court will let the trial court's 
decision stand. If the appellate court finds a mistake, it usually sends the case back to 
the trial court so that the mistake can be corrected. Correction may involve the 
granting of a new trial. On occasion, appellate courts modify the verdict of the trial 
court without sending the case back to the trial court. 
Alternative Dispute Resolution Methods 
Although the main remedy for business disputes is a lawsuit, other dispute 
resolution methods are becoming popular. The schedules of state and federal trial 
courts are often crowded; long delays between the filing of a case and the trial date 
are common. Further, complex cases can become quite expensive to pursue. As a 
result, many businesspeople are turning to alternative methods of resolving business 
arguments: mediation and arbitration, the mini-trial, and litigation in a private court. 
Mediation is a form of negotiation to resolve a dispute by bringing in one or 
more third-party mediators, usually chosen by the disputing parties, to help reach a 
settlement. The mediator suggests different ways to resolve a dispute between the 
parties. The mediator's resolution is nonbinding—that is, the parties do not have to 
accept the mediator's suggestions; they are strictly voluntary. 
Arbitration involves submission of a dispute to one or more third-party 
arbitrators, usually chosen by the disputing parties, whose decision usually is final. 
Arbitration differs from mediation in that an arbitrator's decision must be followed, 
whereas a mediator merely offers suggestions and facilitates negotiations. Cases may 
be submitted to arbitration because a contract—such as a labor contract—requires it 
or because the parties agree to do so. Some consumers are barred from taking claims 
to court by agreements drafted by banks, brokers, health plans, and others. Instead, 
they are required to take complaints to mandatory arbitration. Arbitration can be an 
attractive alternative to a lawsuit because it is often cheaper and quicker, and the 
parties frequently can choose arbitrators who are knowledgeable about the particular 
area of business at issue. 
A method of dispute resolution that may become increasingly important in 
settling complex disputes is the mini-trial, in which both parties agree to present a 
summarized version of their case to an independent third party. That person then 
advises them of his or her impression of the probable outcome if the case were to be 
tried. Representatives of both sides then attempt to negotiate a settlement based on 
the advisor's recommendations. For example, employees in a large corporation who 
believe they have muscular or skeletal stress injuries caused by the strain of repetitive 
motion in using a computer could agree to a mini-trial to address a dispute related to 
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damages. Although the mini-trial itself does not resolve the dispute, it can help the 
parties resolve the case before going to court. Because the mini-trial is not subject to 
formal court rules, it can save companies a great deal of money, allowing them to 
recognize the weaknesses in a particular case. 
In some areas of the country, disputes can be submitted to a private 
nongovernmental court for resolution. In a sense, a private court system is similar to 
arbitration in that an independent third party resolves the case after hearing both sides 
of the story. Trials in private courts may be either informal or highly formal, 
depending on the people involved. Businesses typically agree to have their disputes 
decided in private courts to save time and money. 
 
2.Regulator Administrative Agencies 
Federal and state administrative agencies (listed in Table 1) also have some 
judicial powers. Many administrative agencies, such as the Federal Trade 
Commission, decide disputes that involve their regulations. In such disputes, the 
resolution process is usually called a "hearing" rather than a trial. In these cases, an 
administrative law judge decides all issues. 
Federal regulatory agencies influence many business activities and cover 
product liability, safety, and the regulation or deregulation of public utilities. 
Usually, these bodies have the power to enforce specific laws, such as the Federal 
Trade Commission Act, and have some discretion in establishing operating rules and 
regulations to guide certain types of industry practices. Because of this discretion 
and overlapping areas of responsibility, confusion or conflict regarding which 
agencies have jurisdiction over which activities is common. 
Of all the federal regulatory units, the Federal Trade Commission (FTC) most 
influences business activities related to questionable practices that create disputes 
between businesses and their customers. Although the FTC regulates a variety of 
business practices, it allocates a large portion of resources to curbing false 
advertising, misleading pricing, and deceptive packaging and labeling. When it 
receives a complaint or otherwise has reason to believe that a firm is violating a law, 
the FTC issues a complaint stating that the business is in violation. 
If a company continues the questionable practice, the FTC can issue a cease-
and-desist order, which is an order for the business to stop doing whatever has 
caused the complaint. In such cases, the charged firm can appeal to the federal 
courts to have the order rescinded. However, the FTC can seek civil penalties in 
court—up to a maximum penalty of $10,000 a day for each infraction—if a cease-
and-desist order is violated. In its battle against unfair pricing, the FTC has issued 
consent decrees alleging that corporate attempts to engage in price fixing or 
invitations to competitors to collude are violations even when the competitors in 
question refuse the invitations. The commission can also require companies to run 
corrective advertising in response to previous ads considered misleading. 
The FTC also assists businesses in complying with laws. New marketing 
methods are evaluated every year. When general sets of guidelines are needed to 
improve business practices in a particular industry, the FTC sometimes encourages 
firms within that industry to establish a set of trade practices voluntarily. The FTC 
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may even sponsor a conference bringing together industry leaders and consumers for 
the purpose of establishing acceptable trade practices. 
 
Table 1 Major Regulatory Agencies 
Agency Major Areas of Responsibility 
Federal Trade 
Commission (FTC) 
Enforces laws and guidelines regarding business 
practices; takes action to stop false and deceptive 
advertising and labeling. 
Food and Drug 
Administration (FDA) 
 
Enforces laws and regulations to prevent distribution of 
adulterated or misbranded foods, drugs, medical devices, 
cosmetics, veterinary products, and particularly 
hazardous consumer products. 
Consumer Product 
Safety Commission 
(CPSC) 
Ensures compliance with the Consumer Product Safety 
Act; protects the public from unreasonable risk of injury 
from any consumer product not covered by other 
regulatory agencies. 
Interstate Commerce 
Commission (ICC) 
Regulates franchises, rates, and finances of interstate 
rail, bus, truck, and water carriers. 
Federal Communications 
Commission (FCC) 
Regulates communication by wire, radio, and television in 
interstate and foreign commerce. 
Environmental 
Protection Agency (EPA) 
Develops and enforces environmental protection 
standards and conducts research into the adverse effects 
of pollution. 
Federal Energy 
Regulatory Commission 
(FERC) 
Regulates rates and sales of natural gas products, thereby 
affecting the supply and price of gas available to 
consumers; also regulates wholesale rates for electricity 
and gas, pipeline construction, and U.S. imports and 
exports of natural gas and electricity. 
Equal Employment 
Opportunity Commission 
(EEOC) 
Investigates and resolves discrimination in employment 
practices. 
Federal Aviation 
Administration  
Oversees the policies and regulations of the airline 
industry. 
Federal Highway 
Administration  
Regulates vehicle safety requirements. 
Occupational Safety and 
Health Administration 
(OSHA) 
Develops policy to promote worker safety and health and 
investigates infractions. 
Securities and Exchange 
Commission (SEC) 
Regulates corporate securities trading and develops 
protection from fraud and other abuses. 
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Unlike the FTC, other regulatory units are limited to dealing with specific 
products, services, or business activities. The Food and Drug Administration (FDA) 
enforces regulations prohibiting the sale and distribution of adulterated, misbranded, 
or hazardous food and drug products. For example, the FDA outlawed the sale and 
distribution of most over- the-counter hair-loss remedies after research indicated that 
few of the products were effective in restoring hair growth. 
The Environmental Protection Agency (EPA) develops and enforces 
environmental protection standards and conducts research into the adverse effects of 
pollution. The Consumer Product Safety Commission recalls about 300 products a 
year, ranging from small, inexpensive toys to major appliances. The Consumer 
Product Safety Commission's website provides details regarding current recalls. 
 
3.Important Elements of  Business Law 
To avoid violating criminal and civil laws, as well as discouraging lawsuits 
from consumers, employees, suppliers, and others, businesspeople need to be familiar 
with laws that address business practices. 
The Law of Contracts 
Virtually every business transaction is carried out by means of a contract, a 
mutual agreement between two or more parties that can be enforced in a court if one 
party chooses not to comply with the terms of the contract. If you rent an apartment 
or house, for example, your lease is a contract. If you have borrowed money under a 
student loan program, you have a contractual agreement to repay the money. Many 
aspects of contract law are covered under the Uniform Commercial Code. 
A "handshake deal" is in most cases as fully and completely binding as a 
written, signed contract agreement. Indeed, many oil-drilling and construction 
contractors have for years agreed to take on projects on the basis of such handshake 
deals. However, individual states require that some contracts be in writing to be 
enforceable. Most states require that at least some of the following contracts be in 
writing: 
Contracts involving the sale of land or an interest in land. 
Contracts to pay somebody else's debt. 
Contracts that cannot be fulfilled within one year. 
Contracts for the sale of goods that cost more than $500 (required by the 
Uniform Commercial Code). 
Only those contracts that meet certain requirements—called elements—are 
enforceable by the courts. A person or business seeking to enforce a contract must 
show that it contains the following elements: voluntary agreement, consideration, 
contractual capacity of the parties, and legality. 
For any agreement to be considered a legal contract, all persons involved must 
agree to be bound by the terms of the contract. Voluntary agreement typically comes 
about when one party makes an offer and the other accepts. If both the offer and the 
acceptance are freely, voluntarily, and knowingly made, the acceptance forms the 
basis for the contract. If, however, either the offer or the acceptance are the result of 
fraud or force, the individual or organization subject to the fraud or force can void, or 
invalidate, the resulting agreement or receive compensation for damages. 
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The second requirement for enforcement of a contract is that it must be 
supported by consideration— that is, money or something of value must be given in 
return for fulfilling a contract. As a general rule, a person cannot be forced to abide 
by the terms of a promise unless that person receives a consideration. The something-
of-value could be money, goods, services, or even a promise to do or not to do 
something. 
Contractual capacity is the legal ability to enter into a contract. As a general 
rule, a court cannot enforce a contract if either party to the agreement lacks 
contractual capacity. A person's contractual capacity may be limited or nonexistent if 
he or she is a minor (under the age of 18), mentally unstable, retarded, insane, or 
intoxicated. 
Legality is the state or condition of being lawful. For an otherwise binding 
contract to be enforceable, both the purpose of and the consideration for the contract 
must be legal. A contract in which a bank loans money at a rate of interest prohibited 
by law, a practice known as usury, would be an illegal contract, for example. The fact 
that one of the parties may commit an illegal act while performing a contract does not 
render the contract itself illegal, however. 
Breach of contract is the failure or refusal of a party to a contract to live up to 
his or her promises. In the case of an apartment lease, failure to pay rent would be 
considered breach of contract. The breaching party—the one who fails to comply—
may be liable for monetary damages that he or she causes the other person. 
The Law of Agency 
An agency is a common business relationship created when one person acts on 
behalf of another and under that person's control. Two parties are involved in an 
agency relationship: The principal is the one who wishes to have a specific task 
accomplished; the agent is the one who acts on behalf of the principal to accomplish 
the task. Authors, movie stars, and athletes often employ agents to help them obtain 
the best contract terms. 
An agency relationship is created by the mutual agreement of the principal and 
the agent. It is usually not necessary that such an agreement be in writing, although 
putting it in writing is certainly advisable. An agency relationship continues as long 
as both the principal and the agent so desire. It can be terminated by mutual 
agreement, by fulfillment of the purpose of the agency, by the refusal of either party 
to continue in the relationship, or by the death of either the principal or the agent. In 
most cases, a principal grants authority to the agent through a formal power of 
attorney, which is a legal document authorizing a person to act as someone else's 
agent. The power of attorney can be used for any agency relationship, and its use is 
not limited to lawyers. For instance, in real estate transactions, often a lawyer or real 
estate agent is given power of attorney with the authority to purchase real estate for 
the buyer. Accounting firms often give employees agency relationships in making 
financial transactions. 
The Law of Property 
Property law is extremely broad in scope because it covers the ownership and 
transfer of all kinds of real, personal, and intellectual property. Real property 
consists of real estate and everything permanently attached to it; personal property 
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basically is everything else. Personal property can be further subdivided into tangible 
and intangible property. Tangible property refers to items that have a physical 
existence, such as automobiles, business inventory, and clothing. Intangible property 
consists of rights and duties; its existence may be represented by a document or by 
some other tangible item. For example, accounts receivable, stock in a corporation, 
goodwill, and trademarks are all examples of intangible personal property. 
Intellectual property refers to property, such as musical works, artwork, books, and 
computer software, that is generated by a person's creative activities. 
Copyrights, patents, and trademarks provide protection to the owners of 
property by giving them the exclusive right to use it. Copyrights protect the 
ownership rights on material (often intellectual property) such as books, music, 
videos, photos, and computer software. The creators of such works, or their heirs, 
generally have exclusive rights to the published or unpublished works for the 
creator's lifetime, plus 50 years. Patents give inventors exclusive rights to their 
invention for 17 years. The most intense competition for patents is in the 
pharmaceutical industry. Most patents take a minimum of 18 months to secure. 
A trademark is a brand (name, mark, or symbol) that is registered with the 
countries’ Patent and Trademark Office and is thus legally protected from use by any 
other firm. Among the symbols that have been so protected are McDonald's golden 
arches and Coca-Cola's distinctive bottle shape. It is estimated that large 
multinational firms may have as many as 15,000 conflicts related to trademarks. 
Companies are diligent about protecting their trademarks both to avoid confusion in 
consumers' minds and because a term that becomes part of everyday language can no 
longer be trademarked. The names aspirin and nylon, for example, were once the 
exclusive property of their creators but became so widely used as product names 
(rather than brand names) that now anyone can use them. 
As the trend toward globalization of trade continues, and more and more 
businesses trade across national boundaries, protecting property rights, particularly 
intellectual property such as computer software, has become an increasing challenge. 
While a company may be able to register as a trademark a brand name or symbol in 
its home country, it may not be able to secure that protection abroad.  
The Law of Bankruptcy 
Although few businesses and individuals intentionally fail to repay (or default 
on) their debts, sometimes they cannot fulfill their financial obligations. Individuals 
may charge goods and services beyond their ability to pay for them. Businesses may 
take on too much debt in order to finance growth. An option of last resort in these 
cases is bankruptcy, or legal insolvency.  
Individuals or companies may ask a bankruptcy court to declare them unable to 
pay their debts and thus release them from the obligation of repaying those debts. The 
debtor's assets may then be sold to pay off as much of the debt as possible. In the case 
of a personal bankruptcy, although the individual is released from repaying debts and 
can start over with a clean slate, obtaining credit after bankruptcy proceedings is very 
difficult. Although the person or company in debt usually initiates bankruptcy 
proceedings, creditors may also initiate them.  
 
26 
 
Lecture 4 HOW INSURANCE WORKS 
1. The risk of economic loss 
2. Defining insurance 
3. The types of insurance 
4. The cost of insurance 
 
INTRODUTION 
  Most of us have an adequate amount of economic resources to take care of 
our daily needs. We can pay for an occasional car repair,   pay the rent or house 
payment on time, and afford a trip to a physician when we become ill. Many people 
even have a modest amount of savings that would help cover an economic 
emergency. 
Few people, however, have the $15,000 it might take to replace a stolen car, the 
$80,000 it might take to rebuild a burned home, or the $100,000 or more to pay the 
hospital and medical costs associated with a long, serious illness. 
Stolen or wrecked automobiles, storm or fire damage to houses, and serious 
health problems affecting people are only a few of the events reported daily in the 
newspaper. You can probably think of a problem such as accident, an illness requiring 
hospitalization, property damage, or some loss that has affected you or someone you 
know within the past year.  Unfortunately, events like these are common. Perhaps 
these events will not happen to you very often, but you will probably experience at 
least one of them in your lifetime. 
 
1. The Risk Of Economic Loss 
Even if you are very careful, you will not be able to avoid all losses. You can 
however, protect yourself against economic loss. Economic loss occurs when 
something that has some financial value is lost or destroyed. That is economic loss 
usually costs money. For example, the loss of an heirloom ring would certainly be a 
family tragedy. Family members would be unhappy about the loss of an irreplaceable 
piece of family property. A portion of the loss (the unhappiness) is noneconomic. The 
ring, however, has economic value, perhaps thousands of dollars. Therefore, losing it 
could be seen as an economic loss. 
Understanding the Kinds of Risk 
Risk can be thought of as the possibility of incurring a loss. Economic risk can 
be related to property liability and one's own personal well-being. The economic risks 
that we may experience can be placed into three categories: personal risks, property 
risks, and liability risks. 
Personal risks are risks associated with illness, disability, loss of income, 
unemployment, old age, and premature death. The risks of damage to or loss of 
property due to theft, wind, fire, flood, or some other hazard are called property risks. 
While personal and property risks involve economic losses to you liability risks are 
potential losses to others that occur as a result of injury or damage that you may have 
caused. 
Sharing Economic Risk 
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You can avoid a large economic loss by sharing the loss with other people. 
Suppose you and nine of your friends have new bicycles each worth about $300, and 
you decide to form an organization called the Bicycle Owners Insurance Association 
(BOIA). The purpose of the BOIA is to protect members from financial loss should 
one of the member's bicycles get stolen. To provide protection, each member agrees to 
share the cost of a stolen bike. Therefore, if your bike is stolen, each member 
(including yourself) would contribute $30 to buy a new one.  
If you were not a member of the BOIA and your bike was stolen, you would 
have to pay the total cost ($300) of a new bike if you wanted another one. As a 
member, it would only cost you $30. When a member loses a bike, each member 
suffers only a relatively small economic loss. In that way, the members help one 
another by sharing the risk of economic loss. 
 
2.Defining insurance 
It would not be practical to share all losses as the BOIA does. There are too 
many kinds of risks and too many people to be protected. Loss protection must be 
carefully planned. Insurance is the planned protection provided by sharing economic 
losses. You will learn about several kinds of insurance in this unit, but they all have 
one thing in common. They provide you with the peace of mind that comes from 
knowing you are protected from economic loss. With insurance, a house fire, car 
accident, appendectomy, or early death will not cause you or your survivors economic 
difficulties. 
Insurance companies are the businesses that provide planned protection 
against economic loss. Insurance companies, similar to the BOIA, agree to assume 
certain economic risks for you and to pay you if a loss occurs. The person for whom 
the risk is assumed is known as the insured or the policyholder. To show that risk has 
been assumed, the company issues a contract. That contract is called a policy and 
states the conditions to which the, insurance company and the policyholder have 
agreed. For example, a policyholder may agree not to keep gasoline in the house, not 
to allow an unlicensed person to drive an insured car, or not to go skydiving. If a loss 
is experienced that is covered by insurance, the policyholder must file a claim with 
the insurance company. A claim is a policyholder's request for payment for a loss that 
is covered by the insurance policy. 
As compensation for assuming a risk, the insurance company requires that the 
policyholder pay a certain amount of money. The amount the policyholder must pay 
for insurance coverage is called a premium. The insured usually makes payments 
once a month, once every six months, or once a year. The premiums from all the 
policyholders make up the funds from which the company pays for losses. Premium 
rates charged by insurance companies are reviewed by a state insurance commission. 
This is a state agency that makes sure that insurance premium rates and practices are 
fair. 
 
3. The Types Of Insurance 
Both consumers and businesses are able to buy insurance to cover almost any 
kind of economic loss. Violinists can insure their fingers; professional athletes can 
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insure against injuries, art writers may insure their manuscripts. Businesses are able to 
insure against the loss of rent from property damaged by fire, injury to consumers 
caused by a faulty product, or theft by employees. The kinds of insurance protection 
that will be important to most people, however, are insurance for automobiles and 
homes, life insurance, health insurance, and insurance for income security. You will 
learn about vehicle, property, life, and health insurance in the next four chapters. 
Policyholders should know exactly what protection is provided by the kinds of 
insurance they have. Some people have failed to tell their insurance companies about 
losses they have suffered because they did not know that their policies covered those 
losses. Other people have assumed that losses they suffered were covered by their 
insurance, only to find out by reading their policies that the losses were not covered. 
Some individuals, families, and businesses have decided that the best way to 
protect against economic losses is through self-insurance. Self-insurance means that 
the individual, family, or business assumes the total risk of economic loss. For 
instance, a family might regularly place money in a savings account to cover possible 
financial losses. Most families, however, would find it almost impossible to self-insure 
against economic catastrophes such as the cost of an extended illness or the cost of 
replacing a house that was destroyed by a fire. 
Large businesses or institutions are sometimes able to insure themselves against 
certain kinds of losses. A company might, for example, determine that the average 
cost for damages to its fleet of company cars is $25,000 per year. It then establishes a 
special self-insurance fund for this purpose each year. In this way, the business can 
insure itself against the economic losses associated with automobile damage. 
 
4. The Cost Of Insurance 
The premium charged for each type of policy is determined partly by the past 
experiences of insurance companies in paying for the kinds of losses covered by each 
policy. For example, insurance companies have found that a 20-year-old driver is a 
greater risk because he or she is more likely to have an auto accident than a 40-year-
old driver. Therefore, car insurance premiums for 20-year-old drivers are higher than 
they are for older drivers. Premiums are also affected by the cost of replacing the 
insured item. Premiums on a more expensive car would be higher. In general, the 
more claims the company has to pay, the higher the premiums. 
Insured people also play an important part in determining the cost of insurance. 
They can reduce property losses by being careful. Locking doors and driving 
defensively, for example, will help to reduce losses associated with thefts and 
automobile accidents. Practicing good health habits will reduce life and health 
insurance claims. On the other hand, if losses paid by insurance companies increase 
because of policyholders' carelessness or poor health habits, premiums will usually 
increase. 
Everyone benefits if the looses covered by insurance decrease. Assume, for 
example, that there is a decline in losses caused by fire and that fire insurance 
premiums are reduced as a result. If your family owns a house and has fire insurance 
on it, you gain directly because you pay lower premiums. If a business owner pays 
lower premiums, expenses will be less and prices of goods and services may be less. 
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Anything that you can do to reduce losses covered by insurance helps you and the 
entire community. 
Insurance also helps our economy. Insurance makes it possible for many people 
and businesses to do things they otherwise could not do. Suppose that someday you 
want to buy an $80,000 home but can make only a $10,000 down payment. You will 
need to borrow $70,000. It is very doubtful that anyone would lend you that amount at 
a reasonable rate if the house were not insured. Money to buy a new car cannot be 
borrowed at a reasonable rate unless the car is insured against risks such as theft and 
collision. 
The money collected from premiums is invested. Many insurance companies, 
mainly life insurance companies, also use premiums to make loans. The loans are 
used to build government and private business projects, which help our economy 
grow. 
Insurance companies also perform educational services by conducting 
campaigns on safety, health, and accident prevention. They conduct these activities to 
help reduce both losses and premiums. 
 
Straight Line Depreciation Method 
The straight line depreciation method divides the cost by the life.  
 
SL = Cost / Life 
 
Example: A desk is purchased for $487.65. The expected life is 5 years. Calculate the 
annual depreciation as follows:  
487.65/5=97.53 
 
Declining Balance Depreciation Method 
 
                 
    
                   
   
 
Example: A copy machine is purchased for $3,217.89. The expected life is 4 years. 
Using double declining balance the depreciation would be calculated as follows:  
Year Depreciable  
Basis 
Depreciation 
Calculation 
Depreciation  
Expense 
Accumulated 
Depreciation 
1 3,217.89 3,217.89 * 0.5 1,608.95 1,608.94 
2 1,608.94 1,608.94 * 0.5 804.47 2,413.41 
3 804.48 804.48 * 0.5 402.24 2,815.65 
4 402.24 402.24 * 0.5 201.12 3,016.77 
 
Sum of the Years Digits 
The first step is to sum the digits or numbers starting with the life and going 
back to one. For example, an asset with a life of 5 would have a sum of digits as 
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follows: 
5+ 4+ 3 +2 + 1 = 15 
 
To find the percentage for each year divide the year's digit by the sum. In the example 
above the percentage would be calculated as follows:  
 
Year 1 5 / 15 = 33.34% 
Year 2 4 / 15 = 26.67% 
Year 3 3 / 15 = 20 % 
Year 4 2 / 15 = 13.33 % 
Year 5 1/ 15 = 6.67% 
 
Example: A conference table is purchase for 1,467.89. The expected life is 5 years. 
Since this is a 5 year asset the yearly factors have been calculated above. 
 
Year Depreciation 
Calculation 
Depreciation 
Expense 
1 1,467.89 * 33.34 % 489.40 
2 1,467.89 * 26.67 % 391.49 
3 1,467.89 * 20 % 293.58 
4 1,467.89 * 13.33 % 195.67 
5 1,467.89 * 6.67 % 97.91 
 
 
 
 
Lecture 5 CREDIT IN THE ECONOMY 
 
1. The use of someone else's money 
2. Three types of credit 
3. The users of credit 
4. Basis for granting credit 
5. The cost of Credit 
 
At times, businesses, governments, and consumers borrow money. Whether the 
amount borrowed is large or small; being able to borrow money at a time of need is an 
important aspect of our economic system. The following as examples of the use of 
credit: 
Alex buys gas for his car and uses his oil company credit card. 
Biando's Boutique sells a blouse to a customer who charges the purchase to her 
charge account. 
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•Chi-luan applies for and receives a government loan to help with his college 
expenses. 
Diana borrows $1,000 from her credit union to pay for her summer cruise. 
Eduardo takes his family out to dinner and pays the bill using his bank charge 
card. 
•Faye's family pays its telephone and electricity bills the month after those 
services have been used. 
•Ginger and her husband apply for and receive a mortgage so that they can build 
a new house. 
Hiawatha County borrows $250,000 to make needed road repairs. 
Nesgiv, Inc. receives a $2 million loan to build a new tire store in the 
downtown area. 
Karie asks a friend for a $10 loan until payday. 
Louisiana borrows $25 million through a bond issue to construct new 
community college buildings. 
 
1. The Use Of Someone Else's Money 
Credit is the privilege of using someone else's money for a period of time. That 
privilege is based on the belief that the person receiving credit will honor a promise 
to repay the amount owed at a future date. The credit transaction creates a debtor and 
a creditor. Anyone who buys on credit or receives a loan is known as a debtor. The 
one who sells on credit or makes a loan is called the creditor. 
Although the credit system uses forms and legal documents, it also depends on 
trust between the debtor and creditor. Trust means that the creditor believes that the 
debtor will honor the promise to pay later for goods and services that have been 
received and used. Without that trust, our credit system could not operate. 
When you borrow a large amount of money or buy on credit from a business, 
you usually will be asked to sign a written agreement. The agreement states that you 
will pay your debt within a certain period of time. For example, when Diana borrowed 
$1,000, she signed a paper which stated that she would make a payment on the first day 
of each month for 24 months. Chi-luan had to agree to pay his tuition loan in full 
within two years after graduation. When Alex used his credit card to buy gas and 
signed the receipt form, he agreed to pay for his purchase when the bill came at the 
end of the month or pay interest charges. A credit agreement means that the debtor 
promises to pay and the creditor trusts that the debtor will pay the amount that is 
owed. 
 
2. Three Types Of Credit 
If you borrow money to be used later for some special purpose, you are using 
loan credit. Loans are available from several kinds of financial institutions. Banks, 
credit unions, savings and loan associations, and consumer finance companies are the 
primary businesses that make consumer loans.  
Loan credit usually involves a written contract. The debtor often agrees to 
repay the loan in specified amounts, called installments, over a period of time.  
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If you charge a purchase at the time you buy the good or service, you are using 
sales credit. Sales credit is offered by most retail and wholesale businesses. Sales 
credit involves the use of charge accounts and credit cards by consumers. Trade 
credit is used by a business when it receives goods from a wholesaler and pays for 
them at a later specified date. Trade credit terms often are stated "2/10, n/30." This 
means that the business can take a 2 percent discount if the bill is paid within 10 days 
from the billing date; the full or net amount must be paid within 30 days. 
All forms of credit—loan credit, sales credit, and trade credit—are important 
and used often in our economy. 
 
3. The Users Of Credit 
The dollar volume of credit in our country is very high. Here are a few figures 
from a recent year that show how extensively credit is used in the United States: 
Total consumer debt totaled $723 billion. 
One major retailer had a long-term debt of more than $6.5 billion. 
A large Midwestern state owed $9.8 billion. 
Our federal government borrowed $236.3 billion from the public. 
If you are a typical consumer, you will use credit for many purposes. You may 
use credit to buy fairly expensive products that will last for a long period of time, such 
as a car, house, or major appliance. Or you may use credit for convenience in making 
smaller purchases, such as meals and CDs. Paying for medical care, vacations, taxes, 
and even paying off other debts are other common uses of credit. 
Businesses may secure long-term loans to buy land and equipment and to 
construct buildings. They may also borrow money for shorter time periods, sometimes 
for only 1 or 2 days but usually for 30 to 90 days, to meet temporary needs for cash. 
For example, merchants buy goods on credit, and manufacturers buy raw materials and 
supplies on credit. Businesses borrow on a short-term basis to get the cash they need 
while waiting for goods to be sold or for customers to pay for their purchases. 
Local, state, and federal governments often use credit in providing for the benefit 
of the public. Governments may use credit to buy items such as cars, aircraft, and 
police uniforms. They may also borrow the money that is needed to build hospitals, 
highways, parks, and airports. 
 
4. Basis For Granting Credit 
You have already read that trust between the debtor and the creditor is essential 
if credit is to be granted. To become a debtor, you must be able to prove that you are 
dependable. Not everyone who desires credit will receive it. 
The business that is considering you as a credit risk will generally ask you 
about your financial situation and request credit references. Credit references are 
businesses or individuals from whom you have received credit in the past and/or who 
can help verify your credit record. The answers to the financial questions and the 
information received from your credit references will help the business decide whether 
loan or sales credit should be extended to you. 
You should be willing to give all required information readily and honestly. 
You may be asked some of the following questions: How much do you earn? How 
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long have you worked for your present employer? What property do you own? Do 
you have any other debts? Consumer protection laws, such as the Consumer Credit 
Protection Act, regulate the kinds of information that can be used in evaluating credit 
applicants. The questions listed above can be legally asked. Credit decisions cannot 
be made without reliable information. 
 
The Three Cs Of Credit 
In deciding whether or not to grant you credit, businesses consider three 
factors, known as the three Cs—character, capacity, and capital. 
Character refers to your honesty and willingness to pay a debt when it is due. 
If you have a reputation for paying bills on time, you probably will receive credit. 
How you will pay your bills in the future usually can be predicted by how you have 
paid them in the past. 
Capacity refers to your ability to pay a debt when it is due. The lender or seller 
must consider whether your income is large enough to permit you to pay your bills. If 
your income is too small or unsteady, granting you additional credit may not be wise 
even though you have had a good credit record in the past. On the other hand, your 
income may be very high, but if you already have many debts, you may not be able to 
handle another one. 
Capital is the value of the borrower's possessions. Capital includes the capital 
resources. It can also include the money you possess and the property you own. You 
may also have a car that is paid for and a house on which a large amount has been paid. 
You also may have a checking account and some savings that add to your capital, or 
you may have nothing except your present income. The value of your capital helps 
give the lender some assurance that you will be able to meet your credit obligations. 
 
Credit Can Be Beneficial 
Both businesses and consumers benefit from the use of credit. Businesses 
benefit in several ways. By allowing their customers to buy on credit, customers will 
tend to purchase more and the business will increase its profits. If the business buys 
its merchandise using trade credit, the merchandise can be paid for after it has been 
sold to customers. 
As a consumer, you also can benefit from the wise use of credit. Here are some 
ways in which consumers benefit from their use of credit. 
Convenience. Credit can make it convenient for you to buy. You can shop 
without carrying much cash with you. There may be times when you do not have 
enough cash and have an urgent need for something. If your car needs emergency 
repairs, you may have to wait until payday unless you can have the work done on 
credit. 
Immediate possession. Credit allows you to have immediate possession of the 
item that you want. A family can buy a dishwasher on credit and begin using it 
immediately rather than waiting until enough money has been saved to pay cash for it. 
Savings. Credit allows you to buy an item when it goes on sale, possibly at a 
large saving. Some stores, especially department and furniture stores, often send notices 
of special sales to their credit customers several days before sales are advertised to the 
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general public. Therefore, credit customers have first choice of the merchandise and 
may obtain good bargains. 
Credit rating. If you buy on credit and pay your bills when they are due, you 
gain a reputation for being dependable. In that way, you establish a favorable credit 
rating, your reputation for paying debts on time. This credit rating is valuable during 
an emergency when you must borrow money or when you desire to make a major 
purchase. It is also valuable in obtaining credit if you move to another community. 
 
Credit Can Cause Problems 
Buying on credit is convenient and is usually beneficial. However, there are 
some disadvantages if you are not careful in your use of credit. Some problems you as 
a consumer can encounter with unwise use of credit include the following: 
Overbuying is one of the most common hazards of using credit. There are several 
ways in which this can happen. One way is to purchase something that is more 
expensive than you can afford. It is easy to say, "All right, charge it," for a suit that 
costs $190 when you would purchase a less expensive one if you had to pay cash. 
Attractive store displays and advertisements attract us and invite us to make 
purchases. As a credit customer, you may be tempted to buy items that you do not 
really need. 
Careless buying may result if you become lazy in your shopping. You may stop 
checking advertisements carefully. You may fail to make comparisons, causing you to 
buy at the wrong time or the wrong place. Smart buyers know that at certain times of 
the year, the prices of some goods decrease. Credit can tempt you not to wait for a 
better price on an item you want. 
•Higher prices may be paid. Stores that sell only for cash are able to sell 
at lower prices than stores that offer credit. Extending credit is expensive. 
It requires good accounting to keep accurate records of each charge sale 
and each payment. When customers do not pay as agreed, there are 
collection expenses. Increased costs are passed on to customers in the form of higher 
prices.  
 • Consumer's overuse of credit can result in too much being owed. "Buying 
now and paying later" may sound like a good idea, but if too many payments are to be 
made "later'' the total amount that must be paid can become a problem. Consumers 
must keep records of the total amount owed to creditors so that they do not have a 
total of monthly payments that exceeds their ability to pay. 
Businesses and governments, too, can get into trouble with the overuse of credit. 
Too much borrowing can lead to bankruptcy if the organization is not managed 
properly. Too many debts place a damaging strain on the finances of businesses and 
governments. Using credit wisely is important for consumers, businesses, and 
governments. 
 
Some Questions To Be Asked 
Before making a final decision on whether to buy on credit, there are some 
questions you as a consumer should answer: How am I benefiting from this use of 
credit? Is this the best buy I can make or should I shop around some more? What will 
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be the total cost of my purchase including the cost of charging the item? What would 
I save if I paid cash? Will the payments be too high considering my income? Answers 
to these questions will help you make wise credit decisions. 
 
5. The cost of credit  
You have learned what credit is, how it is used, different types of credit, and 
some benefits and disadvantages of using credit. Now you need to learn about the 
cost of credit. 
When credit is extended to you, expenses are incurred that must be covered. 
Expenses are covered by having finance charges added to the amount of credit 
extended; a major part of the finance charge is interest. 
 
Understanding How Interest Is Computed 
The amount of interest you must pay on a loan or charge account should be 
clearly understood. To determine the amount you have to pay, it is necessary to know 
three things: 
1.Interest rate, the percentage that is applied to your debt expressed as a 
fraction or decimal. 
2.Principal, amount of debt to which the interest rate is applied. 
3. Time factor, the length of time for which interest will be charged. Let's look 
at the way interest is computed on loans. 
Computing Simple Interest 
Interest is often expressed in terms of simple interest. Simple interest is an 
expression of interest based on a one-year period of time. The formula for computing 
simple interest is: 
I (interest) = P (principal) x R (rate) x T (time) 
If $1,000 (P) is borrowed at 9 percent (R) for one year (T), the amount of 
interest would be calculated as follows: 
 
I = $1,000 x 9/100 x 1 =$90 
 
In calculating the interest, there are three basic things to remember: (1) the 
interest rate must be expressed in the form of a fraction or decimal; (2) interest is 
charged for each dollar or part of a dollar borrowed; and (3) the interest rate is based 
upon one year of time. Here is how it works: 
1. Interest is expressed as part of a dollar. This part of a dollar, or percent, is 
called the interest rate. Before using a percent rate in a problem, you must change it 
to either a common fraction or a decimal. For example, an interest rate of 12 percent 
would be changed to a common fraction of 12/100 or a decimal of 0,12. 
2. When an interest rate is expressed as 12 percent per year, you must pay 
12 cents for each dollar you borrow for a year. At this rate, if you borrow $1, you pay 
12 cents in interest. If you borrow $2, you pay 24 cents. If you borrow $10, you pay 
$1.20, and so on. The amount of interest charged is calculated by multiplying the 
principal by the interest rate and then multiplying that result by the time period. 
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Suppose that you borrow $100 for one year at 12 percent per year. Here is how the 
amount of interest is calculated: 
I = P × R × T  
  I = $100 x 12/100 x 1 = $12 
3. If you borrow $100 at 12 percent for one year, you must repay the $100 
plus $12 interest, as you have just seen. If you borrow the same amount of money at 
the same rate of interest for two years, you pay twice as much interest, or $24. If the 
money is borrowed for three years, you pay $36, and so on. The amount of interest on 
$100 borrowed at 12 percent for two years is computed as follows: 
 
I = P × R × T  
 I = $100 x 12/100 x 2 = $24 
How is interest calculated if you borrow money for less than a year? The 
amount of interest is based on the fractional part of the year. The fraction may be 
expressed either in months or in days. A month is considered to be one-twelfth of a 
year, regardless of the number of days in the particular month. If you were to borrow 
$100 at 12 percent for one month, the interest would be: 
 
I = P × R × T  
 I = $100 x 12/100 x 1/12 = $1 
When a loan is made fora certain number of days, such as 30, 60, or 90 days, 
the interest is determined by days. To make the computation easy, a year is usually 
considered 360 days. The interest on a loan for $100 at 12 percent for 60 days would 
be $2, as shown below. 
I = P × R × T  
I = $100 x 12/100 x 60/360 - $2 
 
Finding Maturity Dates 
The date on which a loan must be repaid is known as the maturity date. How is 
the maturity date determined? When the time of the loan is stated in months, the date 
of maturity is the same day of the month as the date on which the loan was made. If a 
loan is made on January 15 and is to run one month, it will be due February 15. If it is 
to run two months, it will be due March 15, and so on. 
When the time of a loan is given in days, the exact number of days must be 
counted to find the date of maturity. First you would determine the number of days 
remaining in the month when the loan was made. For instance, if the loan were made 
on January 10, there would be 21 days to be counted in January. Then you would add 
the days in the following months until the total equals the required number of days. 
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Suppose you wanted to find the date of maturity of a 90-day loan made on March 3. 
Here is how it would be done: 
 
     March —28 days (31-3) 
April — 30 days 
 May — 31 days 
 June —   1 day 
 
           90 days 
      Due Date — June 1 
 
Computing installment Interest 
Simple interest, as you have just learned, is calculated on the basis of one year 
of time. Installment credit, however, involves a monthly charge for interest on unpaid 
balances. An interest charge of 1 percent a month is the same as 12 percent for a year. 
If you borrowed $100 at 2 percent for one year at simple interest, you would repay 
$102 ($100 principal + $2 interest) at the end of one year. If you borrowed $100 at a 
monthly rate of 2 percent, you would repay $102 at the end of one month. Your interest 
charge, then, would be at a rate of 24 percent a year (2 percent x 12 months) since you 
had the use of the money for only one month. 
The annual rate of interest, or annual percentage rate, must be stated on 
installment contracts. The annual percentage rate (APR) is a disclosure required by 
law, and it states the percentage cost of credit on a yearly basis. 
On installment loans, interest is calculated on the amount that is unpaid at the 
end of each month. Suppose that Armando Rivera borrowed $120 and agreed to repay 
the loan at $20 a month plus 1 
1
/2 percent interest each month on the unpaid balance. His 
schedule of payments is shown in the first part of Figure 1. His father, Jason Rivera, 
obtained a loan of $1,000. He agreed to repay $100 per month including interest. Mr. 
Rivera's repayment schedule is shown in the second part of Figure 1. Both kinds of 
payment schedules are used in loan transactions. Interest is charged only on the 
unpaid balance of an installment loan. Payments may be decreasing or, level, the 
same each month until the final payment. 
 
Figure 1 
A Decreasing Loan Payment Schedule ($120 loan; 18 percent interest; monthly payments 
are $20 plus interest.) 
Months Unpaid Balance Interest Paid Loan Repayment Total Payment 
1 $ 120 $ 1.80 $ 20 $21.80 
2 100 1.50 20 21.50 
3 80 1.20 20 21.20 
4 60 1.90 20 20.90 
5 40 0.60 20 20.60 
6 20 0.30 20 20.30 
Total -  - $ 120     $ 126.30 
38 
 
Figure 2 
A level Loan Payment Schedule. ($ 1,000 loan; 12 percent annual interest; $100 
monthly payments.) 
Payment Interest Applied to Principal Balance of Loan 
$ 1,000.00 
$ 100.000 $ 10 $ 90.00 910.00 
100.000 9.10 90.90 819.00 
100.000 8.19 91.81 727.29 
100.000 7.28 92.72 634.57 
100.000 6.35 93.65 540.92 
100.000 5.41 94.59 446.33 
100.000 4.46 95.54 350.79 
100.000 3.51 96.49 254.30 
100.000 2.54 97.46 156.84 
100.000 1.57 98.43 58.41 
58.99 0.58 58.41 - 
 
With some loans, the amount of the interest is added to the amount you 
borrow, and you sign a promissory note for the total amount. The note may then be 
repaid in equal monthly installments. For instance, Sylvia Messinger borrowed $100, 
signed a note for $108, and agreed to repay the loan in 12monthly installments of $9. 
If Sylvia had borrowed $100 for one year and paid $8 interest, the interest rate 
would have been 8 percent ($8 ÷ $100 = 0.08 or 8%). But Sylvia repaid the loan in 
monthly installments. She had the use of the entire $100 for only one month and a 
smaller amount each succeeding month as she repaid the loan. 
DETERMINING OTHER COSTS OF CREDIT 
When you use credit, you are not only using someone else's money, you are 
also spending your own future income. Interest paid on the amount charged or 
borrowed adds to the cost of what is purchased and to what must be repaid. While credit 
allows us to buy an item now rather than wait until later, the interest we pay may 
prevent us from buying something else we need. The money we use to repay debts, 
including interest and other charges, cannot be used for other purchases.  
Other costs of credit include charges such as service fees. These fees are added 
to the principal and interest and increase the amount that you owe. Lenders also 
commonly add an amount to cover the cost of credit insurance. Credit insurance is 
special insurance that repays the balance of the amount owed if the borrower dies or 
becomes disabled prior to the full settlement of the loan. Without credit insurance 
coverage, some lenders will not be willing to make a loan. These fees and insurance 
premiums add to the cost of credit and must be considered when determining credit 
costs. 
SHOPPING FOR CREDIT 
If you have to borrow money or make a purchase on credit, you should 
consider not only the total cost but also the available alternatives. Check with several 
lenders and compare the APRs. 
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If you must purchase on credit, for instance, consider which charge card 
account will involve the lowest APR. If an installment sales contract is required, 
consider whether a personal loan from a financial institution may be cheaper for you. 
When borrowing money, shop around just as carefully as you would for a new 
stereo, car, microcomputer, or any other major purchase. Borrowing money is costly, 
so make sure that you get the best loan. Some of the things you should check include 
the annual percentage rate, the amount of the monthly payments, and the total cost of 
the credit. Figure 3 shows information that was gathered by a person who wanted to 
borrow $4,000 to buy a car. Note the differences in the monthly payments, the total 
payments, and the cost of the credit. 
Figure 3 Which loan is the best? 
Figure 3 
Comparison Chart 
Lender APR Loan 
Length 
Monthly 
Payment 
Total 
Payment 
Cost of 
Credit 
A 11% 3 yrs. $131 $4.716 % 716 
B 11% 3 yrs. $103 $4.944 $ 944 
C 12% 4 yrs. $ 105 $5.040 $ 1.040 
 
If you can afford the higher payments, you would borrow from lender A and  
make payments for only 36 months. Your total cost would be the smallest. If you 
cannot afford lender A's monthly payments, you would select lender B. The monthly 
payments would be less, but you would pay for an additional 12 months. Your total 
cost would be $228 more than with lender A. You would reject lender C because the 
interest rate is higher than the rate for either A or B. 
 
 
 
 
 
Lecture 6 CONTRACTS 
1. Concept of contract 
2. Elements of contract 
3. Classifications of contract 
 
1. Concept of contract 
When students first approach the subject, they think of contracts as long 
documents full of words like "whereas," "above referenced," and "but for." They 
associate contracts with big deals. And only a few types of contracts have to be in 
writing. No one would expect a written contract for the sale of a hamburger or a 
movie ticket or a bicycle. Yet the basic principles which govern these ordinary 
transactions also govern a merger between two multi-billion-dollar corporations. 
A contract, essentially, is. a promise or set of promises a court will enforce. 
The key here is that the courts will enforce the promises. That means the promises are 
40 
 
legal contracts, not illegal ones like "contracts" to commit arson. It also means that 
legal contracts do not include social obligations, like going out with someone if you 
accept a date.  
All contractual relationships start with the fulfillment of a simple equation 
 
Offer + acceptance = mutual assent 
 
Without mutual assent—consisting of both an offer and an acceptance—the 
relationship between the parties is not contractual. 
The parties to a contract are the offeror, who makes the offer, and the offeree, 
who accepts it. An offer is the offeror's proposal stating what he is willing to do or 
not do in exchange for a specified action or promise by the offeree. If the offeree 
accepts the proposal, the parties have a contract. If the offeree rejects the proposal, no 
contract results. 
The law categorizes contracts according to the type of acceptance—a promise 
or an action—which the offeror requires. If the offeror has specified a promise as the 
acceptance, this is said to be a bilateral contract. "Bilateral" comes from the Latin 
and means "two-sided." The term refers to the fact that in such contracts both the 
offeror and the offeree make promises. Suppose Kurt says to Linda, "I promise to sell 
you my Walkman if you'll promise to pay me $20." If Linda responds, "Sure, I'll pay 
you $20 for it," then she and Kurt have formed a bilateral contract 
In contrast, a unilateral ("one-sided") contract is one is which only the offeror 
makes a promise. In return for the promise, the offeror wants a specified action from 
the offeree. Now, suppose Kurt says to Linda, "I promise to sell you my Walkman if 
you hand me $20." Linda immediately hands Kurt a $20 bill, thereby accepting his 
offer of a unilateral contract. The act does not have to.occur immediately. The offeror 
can specify a time by which the act must be done. 
Unilateral contracts are exceptional. Most contracts are bilateral. 
 
 
 
2. Elements of contract  
A contract always requires the presence of four components, but sometimes 
requires five.  
 Mutual assent; 
 Consideration; 
 Possession of contractual capacity by the parties; 
 Legal objectives; 
 A writing, if required by statute. 
Mutual assent, the essential prerequisite for every enforceable contract, has 
already been discussed. What the parties mutually assent to is a bargained for 
exchange of things having a legal value.  
Consideration is the term used to describe the legal value each party brings to a 
contract.  
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A frequent question in cases involving disproportionate consideration is the 
capacity of the parties to contract. "Capacity" means "competency," or the ability to 
understand the nature of the contract. Note that the term refers to the ability to 
understand, not to whether a party actually understood. In other words, the capacity 
requirement does not protect people who misunderstand a bargain or who do not read 
contracts. Rather, the law permits certain categories of persons—minors, the mentally 
ill, and the intoxicated—to disaffirm, or void, their contracts. Contracts with persons 
whom a court had declared legally incompetent before the time of contracting are 
automatically void.  
By definition, a contract must have legal objectives, since a court will not 
enforce illegal ones. Some contract-like arrangements are prohibited by law.  
The final requirement, a writing—a written contract—only comes into play 
when a statute actually requires one. Written contracts are not the norm; oral 
contracts are. Writings are only required in six instances, among them contracts for 
the sale of real property, like land or a condominium, and for the sale of personal 
property or goods worth more than $500. 
Virtually always, a party entering into a contract expects to fulfill her end of 
the bargain. The law terms this fulfillment performance. Sometimes, however, it is 
not the original parties to a contract who fulfill it but rather third parties. This term 
refers to the fact that such a party was not the original offeror or offeree, one of the 
first two parties.  
In the vast majority of contracts, the parties perform their duties. However, oc-
casionally parties do not perform. They may have run into financial difficulty or 
decided to defraud their creditors but the reason for breach or violation of the 
contract is not nearly as important as the fact that it happened. 
Now, whether the contract satisfies all the elements described in the last 
section becomes critically important to the performing party, because he or she may 
be asking a court to enforce the contract. Until enforcement becomes an issue, the 
way the parties chose to do business probably has no importance to anyone but 
themselves. But if, for instance, nonperformance by one party is justified because she 
lacked capacity to contract, the other party may suffer severe losses. That is why it is 
vital to apply preventive law principles at the time the contract is made. 
In contract law, money damages are the normal remedy granted to a 
nonbreaching party. As noted in the last unit, damages are a monetary valuation of 
the effects of a party's injury. However, unless a statute specifically authorizes 
punitive damages in a particular action based on a contract, a court may award only 
compensatory damages. On occasion, injunctive relief will be necessary to protect the 
interests of the nonbreaching party. 
In two instances—the sale of real property and of unique personal property, 
like a painting or an heirloom—damages are presumed to be an inadequate remedy 
for a seller's breach. A buyer who is willing and able to perform may obtain an order 
for specific performance, which compels the seller to do what he or she agreed to do. 
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3. Classifications of contracts 
All contracts, as previously explained, are either bilateral or unilateral. That, 
however, is just one way of classifying contracts. All contracts are also either formal 
or informal; either executory or executed; and either express, implied in fact, or 
implied in law. An express, informal, executed bilateral contract is perhaps the most 
common of all contracts. 
Formal and informal 
A formal contract is one which the law requires to be written in a particular 
form with certain characteristics in order to be enforceable. Only three classes of 
formal contracts exist today: recognizances, which are acknowledgments in court that 
persons will pay a certain sum unless they perform a specified condition — usually 
appearing in court; negotiable instruments,and letters of credit. 
All other contracts are informal, meaning they do not have to be in a particular 
form. "Gimme a 'burger, two fries, and a Pepsi" can lead to a contract just as easily as 
an offer written in the finest legalese. The contracts discussed in this part are 
informal. 
A notarized contract is an informal contract whose maker certifies under oath 
the genuineness of his or her signature before a notary public. The notary then affixes 
his or her certification, seal, and signature to the document.  
Executory and executed 
An executory contract is one the parties have not yet performed. Suppose 
Arcticana agrees to deliver 1000 cases of frozen orange juice to Super Market on July 
1. Super Market agrees to pay $10 per case on delivery. Until July 1, the contract is 
executory if neither party has performed. 
An executed contract is one the parties have performed. If Arcticana delivers 
the juice on July 1 and Super Market hands the driver a check, they have executed 
their contract. A contract, of course, can be partially executed. If Arcticana delivers 
the juice but Super Market does not pay, Arcticana has executed its part of the 
contract but Super Market has not executed its part. 
Express, implied in fact, and implied in law 
An express contract is one whose terms are actually stated, whether orally or in 
writing. If Erin offers to buy Sean's stereo for $200, they have entered into an express 
contract. 
Contracts implied in fact and contracts implied in law are not really contracts at 
all. They are remedies devised by the courts. Courts apply them when the common 
law requirements for contract formation did not occur, but it would be grossly unjust 
to permit one party to benefit—without paying—from what he or she received from 
the other. 
A contract implied in fact is not expressly stated. Rather, a court, examining the 
facts and circumstances, implies the existence of the contract from the acts or conduct 
of the parties. If a farmer asks a veterinarian to treat a sick horse, a court will infer 
that the farmer agrees to pay a reasonable fee, although neither party says anything 
about it. The parties may not have thought consciously that they were forming a 
contractual relationship. Still, it is only common sense that the farmer and the 
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veterinarian agreed to an exchange of services for money. And, that is why the courts 
devised contracts implied in fact. 
A contract implied in law is an obligation imposed by a court to do justice 
between the parties even though they never exchanged, or intended to exchange, 
promises. In this instance, a court implies a contract to prevent one party's unjust 
enrichment at the other's expense. Suppose a house painter begins painting Judy's 
house. She knows he is at the wrong house but lets him go ahead. When he finishes, 
she refuses to pay. The painter will be able to recover the reasonable value of his 
services. However, if Judy was not at home when the painter arrived and did not 
return until after he had finished, she would owe him nothing. In fact, the painter 
would either have to return the house to its previous condition or pay damages to 
Judy, if she suffered any. 
Contracts implied in fact and contracts implied in law are remedies courts 
apply when no contract exists, but justice demands redress.  
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1. What is bankruptcy? 
Bankruptcy is a way of dealing with personal debts that you cannot pay when it 
becomes due. 
Anyone can go bankrupt, including individual members of a partnership. 
Whilst you are bankrupt your non-essential assets (property and possessions) and 
excess income are used to pay off your debts. After a period of time (usually one 
year) most or all of your outstanding debts are “discharged” (written off) and you can 
make a fresh start. 
Once a bankruptcy order has been made against you, your creditors cannot take 
any further action against you. 
You can make yourself bankrupt by filing for bankruptcy. You can be made 
bankrupt by your creditors. You can also be made bankrupt if your individual 
voluntary arrangement (IVA) fails. 
The effects of going bankrupt are the same whether you file for bankruptcy or 
you are made bankrupt by your creditors. 
Filing for bankruptcy 
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A court can declare you bankrupt by issuing a bankruptcy order after it’s been 
presented with a bankruptcy petition by you. 
Bankruptcy or insolvency is a legal status of a person or an organisation that 
cannot repay the debts it owes to its creditors. Creditors may file a bankruptcy 
petition against a business or corporate debtor ("involuntary bankruptcy") in an effort 
to recoup a portion of what they are owed or initiate a restructuring. In the majority of 
cases, however, bankruptcy is initiated by the debtor (a "voluntary bankruptcy" that is 
filed by the insolvent individual or organisation). An involuntary bankruptcy petition 
may not be filed against an individual consumer debtor who is not engaged in 
business. 
What is Business Bankruptcy? 
Business bankruptcy is a financial maneuver undertaken 
by businesses (corporations, companies, small business, and public/private 
organizations) to relieve them of financial struggles. When a business’ debt to equity 
ratio is skewed, meaning the corporation’s debts greatly exceed their profit, the 
company will evaluate the benefits of filing for bankruptcy. 
Business bankruptcy offers a business the opportunity to essentially recreate 
their business model. If a corporation fails to repay their debt obligation, they 
may file for bankruptcy to either liquidate their assets or create a repayment plan 
through a government agency. 
 
2. How to Avoid Bankruptcy 
1. The most fundamental way to avoid bankruptcy is to develop a suitable 
budget for oneself. Individuals are often forced into bankruptcy because they extend 
themselves beyond their financial means. Bankruptcy issues arise because debts 
exceed the ability of one to repay. 
This simple relationship occurs when an individual consumes beyond their 
income or savings. To prevent this from happening and to subsequently avoid 
bankruptcy, an individual must develop a budget. The budget should be created in 
alignment with one’s individual disposable income, daily expenses, and desired 
purchases. Developing a suitable budget will guarantee that one will not spend 
beyond their means, thus effectively avoiding bankruptcy. 
2. Another fundamental way to avoid bankruptcy is to sell whatever one can 
spare. Oftentimes people hoard numerous assets, which eventually decrease in value 
and become useless to the owner. If you notice that your payments and loan 
requirements are suffocating your daily finances, you should sell off your assets that 
you deem meaningless. Liquidating assets through various venues will result in 
available cash to help pay off debts. 
3. To avoid bankruptcy, you should also be in constant contact with your 
creditors. Although creditors may institute predatory lending and collecting 
techniques, the majority of them are flexible and will create alternative or periodic 
payment plans to help alleviate your financial burden. 
 
3. The bankruptcy process 
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Bankruptcy is a way of dealing with personal debts that you cannot pay when it 
becomes due. 
Before being declared bankrupt 
A creditor must send you a “ statutory demand” requiring you to: 
 pay the amount stated on the demand 
 secure the debt against any property you own 
 pay the debt in a way that is satisfactory to the creditors, such as by 
instalments. 
The creditor can apply for a bankruptcy order (petition for your bankruptcy) 
through the court 21 days after sending you the statutory demand. 
Court hearing 
At the hearing, the court can respond to the bankruptcy petition in four ways. 
 They can stay the proceedings. This is a way of delaying the bankruptcy 
petition because further information is needed before the court makes its decision. 
 They can dismiss the petition. This is often the case when the court thins 
an administration order would be more appropriate. 
 They can appoint an Insolvency Practitioner if they think an individual 
voluntary arrangement would be more appropriate. 
 Make a bankruptcy order. You will be bankrupt immediately. 
Trustee’s Duties 
A trustee is appointed to your bankruptcy case and they take control of your 
assets. Your trustee will either be an Official Receiver or an Insolvency Practitioner 
The trustee is responsible for investigating your financial affairs for the time 
before and during your bankruptcy. They are also responsible for the disposing of 
your assets and making payments to your creditors. 
(All payments to your creditors are now the responsibility of the trustee and 
you must not make payments directly to your creditors.) 
Your trustee publishes your bankruptcy in the Gazette (the official newspaper 
of record) and in a newspaper in the area where the company has its principal place 
of business. 
During the bankruptcy process 
 You must cooperate fully with the bankruptcy proceedings, even if you 
dispute them. 
 You must give your trustee details of your finances, assets and creditors 
and allow your trustee full control over your assets – although you are allowed to 
keep household goods and a reasonable amount to live on. 
 You might have to sign an “income payments agreement” to pay fixed 
monthly instalments from your income (earnings) for three years. 
 You must tell your trustee about any new assets or income during your 
bankruptcy. 
 You will still have to pay “ongoing commitments”, such as rent or debts 
incurred after you become bankrupt. 
 You may also have to attend Court to explain why you are in debt. If you 
do not cooperate, you could be arrested. 
Ending the bankruptcy process 
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 Bankruptcy normally lasts for one year, although it could happen earlier 
if you have a certificate of summary administration or if you cooperate fully with 
your trustee. 
 If you have behaved irresponsibly or not cooperated since the 
bankruptcy order was imposed, your bankruptcy could last longer than one year. 
 Under certain circumstances, you could have a bankruptcy restriction 
order made against you, which can last for 15 years and restrict your financial affairs. 
 When your bankruptcy ends, At the end of the bankruptcy period, most 
of your debts are “discharged” (written off). 
 
4. The disadvantages of bankruptcy 
If you are considering voluntary bankruptc y, then you should weigh up the 
pros and cons of the bankruptcy process first, to decide whether or not bankruptcy is 
right for you. 
There are a number of disadvantages of filing for bankruptcy or being decl ared 
bankrupt. 
 It will cost you money to go bankrupt. 
 Some debts, such as court fines and student loans, are never written off. 
 You can’t use credit cards and bank or building society accounts. 
 You can’t get credit over £500 without telling the creditor that you’re 
bankrupt. 
 You lose control of your assets. 
 Your bankruptcy will be registered with credit reference agencies. 
 Your bankruptcy will remain on your credit file for up to six years. 
 You will have to declare your bankruptcy history under certain 
circumstances for the rest of you life, such as when applying for a mortgage. 
 You will lose assets of real value including your home, your luxury 
items, any life insurance and possibly your pension. 
 If you are leasing or buying an item on hire purchase, it will be returned 
to the owner immediately. 
 Under certain circumstances, you could have a bankruptcy restriction 
order made against you, which can last for 15 years and restrict your financial affairs. 
 Your bankruptcy can affect your immigration status 
 You might be publicly examined in court. 
 Your bankruptcy will be advertised in the local press and the London 
Gazette. 
 Any business you own will be closed immediately and any employees 
dismissed. 
 You can’t trade in any business under any other name. 
 You can’t be involved a limited company without the permission of the 
court. 
 You can’t act as a company director. 
 You can’t practice as a charted accountant or lawyer. 
You can’t become a member of parliament or of the local authority and you 
can’t act as a Justice of the peace. 
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It is really important that you also look into the advantages of bankruptcy and 
the alternatives to bankruptcy before making the decision to file for bankruptcy. 
 
5.  The advantages of bankruptcy 
If you are considering voluntary bankruptcy, then you should weigh up the 
pros and cons of the bankruptcy process first, to decide whether or not bankruptcy is 
right for you. 
There are a number of advantages of filing for bankruptcy or being declared 
bankrupt. 
 Bankruptcy isn’t permanent. 
 At the end of the bankruptcy period, most debts are “discharged” 
(written off). 
 You will become free from your debts so you can make a fresh start 
(subject to certain restrictions). 
 Bankruptcy provides relative peace of mind for those overwhelmed by 
their debts. 
 Bankruptcy usually lasts just one year. 
 your creditors cannot take any further action against you and you don’t 
have to deal with them any more. 
 You are allowed to keep household goods and a reasonable amount to 
live on. 
There are some advantages for your creditors too. 
 Your assets are shared out fairly among your creditors. 
 Bankruptcy allows a full investigation of the debtor’s affairs to be 
carried out. 
 Payment becomes the responsibility of the trustee. 
It is really important that you also look into the disadvantages of bankruptcy 
and the alternatives to bankruptcy before making the decision to file for bankruptcy. 
 
 
How to file for bankruptcy 
A court can declare you bankrupt by issuing a bankruptcy order after it’s been 
presented with a bankruptcy petition. That petition can be presented by one of your 
creditors or by you. When you present the court with a bankruptcy petition, it is 
known as filing for bankruptcy. 
Bankruptcy petition 
Your bankruptcy petition consists of two forms: 
 Your petition  
 Your statement of affairs  
Your petition form states: 
 Your request to the court for you to be made bankrupt 
 The reasons for your request 
Your statement of affairs form states: 
 All your assets 
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 All your debts, including the names and addresses of the creditors and 
the amount you owe each one 
 A declaration of insolvency 
(You will need to swear on oath regarding your declaration of insolvency 
before an officer of the court. You also sign the declaration in court.) 
 
6. Involuntary Bankruptcy 
One of the ways bankruptcy law protects creditors is by permitting involuntary 
bankruptcies. An involuntary bankruptcy is one that is filed by creditors and not by 
the person or entity that owes the money. Involuntary bankruptcies are not common, 
and when they are filed, they are usually filed against businesses. 
When Creditors Might File an Involuntary Bankruptcy 
Most involuntary bankruptcies are filed against businesses. If a debtor is not 
paying debts as they come due but has assets out of which creditors might get paid, 
an involuntary bankruptcy might allow creditors to get paid where they otherwise 
would not. Creditors may push a business into bankruptcy if they know that the 
business has the ability to pay but is failing or refusing to do so. 
Involuntary bankruptcies against individuals are permitted, but they are 
extremely rare  -- most individuals with debt have few assets, so an involuntary 
bankruptcy against a consumer for consumer debts is typically unhelpful. In most 
cases, if an individual were pushed into bankruptcy, the creditors would be in a worse 
position than they were in before, because if the debtor has no assets, the creditors 
have no ability to receive payment, and the bankruptcy prevents them from 
attempting to collect. Individuals who are very wealthy or who have substantial assets 
and substantial debts are the most likely target of an involuntary bankruptcy. 
How Involuntary Bankruptcy Works 
An involuntary bankruptcy is commenced when one or more creditors files a 
petition with the bankruptcy court. Once the petition is filed, the debtor has 20 days 
to respond to the petition. If the debtor does not respond, the court will allow the 
bankruptcy and the debtor will have no choice but to participate. If the debtor does 
respond, a hearing will be set, and if the judge decides based on the evidence that the 
petition was filed in good faith and that the debtor is not paying the debts, the judge 
will order that the bankruptcy go forward. If the judge finds in the debtor's favor, 
however, he or she will dismiss the case and might require the creditors that filed the 
case to pay the debtor's costs and fees. 
What Bankruptcy Can't Do 
Here's what bankruptcy cannot do for you: 
Prevent a secured creditor from repossessing property. A bankruptcy 
discharge eliminates debts, but it does not eliminate liens. So, if you have a secured 
debt (a debt where the creditor has a lien on your property and can repossess it if you 
don't pay the debt), bankruptcy can eliminate the debt, but it does not prevent the 
creditor from repossessing the property. 
Eliminate child support and alimony obligations. Child support and alimony 
obligations survive bankruptcy -- you will continue to owe these debts in full, just as 
if you had never filed for bankruptcy.  
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Wipe out student loans, except in very limited circumstances. Student loans 
can be discharged in bankruptcy only if you can show that repaying the loan would 
cause you "undue hardship," a very tough standard to meet. You must be able to 
show not only that you cannot afford to pay your loans now, but also that you have 
very little likelihood of being able to pay your loans in the future.  
Eliminate most tax debts. Eliminating tax debt in bankruptcy is not easy, but 
it is sometimes possible for older debts for unpaid income taxes. There are many 
requirements to be met, however.  
Eliminate other nondischargeable debts.  
In addition, some types of debts may not be discharged if the creditor 
convinces the judge that they should survive your bankruptcy. These include debts 
incurred through fraud, such as lying on a credit application or passing off borrowed 
property as your own to use as collateral for a loan. 
 
7. Debtor and creditor: whose interests are more important? 
Let's start from the beginning. The world has two different concepts of 
bankruptcy legislation: a pro- creditor approach seeking to protect the interests of 
creditors (from example in England and Germany) and a pro-debtor approach 
defending the interests of businesses and providing social protection to employees of 
a company (for example in the U.S. and France). For example, limitation of rights of 
pledge lenders can be regarded as a pre-debtor measure. As an example of the pro-
creditor philosophy we can mention the right of a creditor to appeal against the 
decision not to accept a claim, without the debtor company having such right in case 
of an unreasonable initiation of its bankruptcy proceedings. 
There is obviously no pure legal approach as they all deviate to a certain extent 
from an ideal pro- creditor or pro-debtor concept. 
An important question arises: who controls the bankruptcy system? The 
American system (the choice comes solely from the author's personal preferences) is 
based on the principles of equality stipulated in the laws and applied in every 
individual case by the bankruptcy court. It means that the fundamental principle of 
the American laws is that neither debtor, nor creditor, nor court-appointed trustee, nor 
the government shall control the process, which is a unique balance of their collective 
competing interests. This concept is governed by the U.S. Bankruptcy Code and 
applied in accordance with the letter and spirit of the law by the court. The Code was 
developed and is reviewed from time to time to regulate these relations and provide a 
good-faith debtor company with all available opportunities to restore its solvency and 
satisfy the creditors' claims. 
 
 
Figure 1 
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Description Comments 
French system 
Prioritizes retaining the business 
activity of a company at any cost 
This concept eventually restricts the rights of 
creditors including secured lenders 
 
English system 
Declares goals and objectives for 
restoration as basic and 
macroeconomic 
In general, the system is quite functional, yet 
in some cases it loses the economic efficiency 
through limited use of all leading legal 
instruments 
German and Austrian systems 
Based on insolvency with the 
additional condition of absolute 
insolvency; fully meet the set 
objective - reorganization has no 
priority over liquidation - and the 
macroeconomic rationality may 
not be substituted for 
macroeconomic goals 
From an economic perspective, there is a loss 
of effectiveness as some procedural tools, 
particularly, mandatory initial announcement 
of the beginning of bankruptcy proceedings 
can affect fulfillment of current agreements, 
lead to lower personnel potential, contribute an 
abrupt drop in the value of the debtor's 
securities (thus it deteriorates the possibilities 
to restore business of a company) 
American system 
The structure gives clear 
preference to the reorganization 
procedure 
It is the most adapted system for a developed 
economy. The American model needs further 
changes as it reduces the role of creditors and 
allows a debtor to protract the insolvency 
procedure intentionally 
 
The general conceptual trend in legislation of the developed countries - 
Germany, the USA, Great Britain, France and Sweden - is that the conditions for 
initiation of bankruptcy proceedings has been made significantly easier. 
But why should we go that far? Let's analyze the choice the Russian 
Federation. The modern system of the Russian law on insolvency can be called as 
neutral, yet with a quite strong pro-debtor orientation. Talking about the pro-debtor 
disposition of the law, it would be fair to say that the primary goal of the legal 
regulation is to protect the property of a debtor to retain its economic and social 
structure and not to protect the property interest of owners or the powers of business 
managers. 
A pro-debtor approach dominates in Ukraine thanks to the passed new version 
of the Law of Ukraine On Restoring Debtor's Solvency or Declaring It Bankrupt, 
which has somewhat changed the bankruptcy procedure. The Law amended the 
reasons for initiation of a bankruptcy case and proceeding timelines, determined the 
court procedures applied to a debtor, provided for involvement of a court-appointed 
trustee, etc. 
Although the principal objective of the Law is to restore solvency of a business 
entity and to shift from a pro-creditor into a pro-debtor law, it does not give solutions 
to many fundamental issues. The reform in the area of bankruptcy is not over with 
approval of this law. We should not forget that foreign investment is very important 
today for development of Ukraine's economy. Therefore, the balance towards a pro-
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creditor approach in the legislation will make Ukraine more attractive for investors as 
they require guarantees for their operations. 
To be effective, the law on bankruptcy must be, first and foremost, an 
independent element of the legislation. It must be an individual, clear and standalone 
addition to the system of commercial law in respect to the businesses facing financial 
challenges and in some cases (for example, secured lenders) even prevail over other 
provisions of the commercial laws not aligned with it  
A modern effective bankruptcy system should primarily ensure the balance of 
interests of all parties involved and avoid giving preference to a debtor or creditor. 
Even if interests of the debtors and creditors may seem very different at the 
first glance, the balance of such interests is able to ensure the effective performance 
of the entire economic system: an access of the business to financial resources, the 
production development, avoidance of social conflicts, etc. 
As for a debtor, the bankruptcy law should create incentives for the best 
agreement with the creditors, minimization of liquidation risks and creation of 
conditions for a quick turnaround. Evidently, a viable profitable company means 
secured jobs and payment of taxes to the budget. 
As for a creditor, the bankruptcy law should ensure the full protection of 
creditors' interests in order both financial institutions and other creditors be sure in a 
quick and maximum possible return of their money. Only such certainty is able to 
encourage development of the credit market and banking system as well as 
independent and effective performance of the trade and economy as a whole. The 
creditors should in no case be viewed as debtor's enemies, because they are also 
interested to see a company operating with profit and being able to serve its debts. 
8. Starting a New Business After Bankruptcy 
There is nothing in the bankruptcy law that prohibits you from starting a new 
business after bankruptcy. In fact, you might be able to apply some lessons learned 
from your prior financial problems to keep you out of trouble in the new business. Of 
course, if you start the new business soon after your bankruptcy, it might be difficult 
to obtain credit. 
Here are some tips for getting credit and setting up a new business when you 
have a bankruptcy in your recent past.  
Keep the Business Separate From Yourself 
If you were forced to file for bankruptcy because of business debt you incurred 
as a sole proprietor or a partner in a failed partnership, consider using a different form 
for your new business. Business entities such as corporations and limited liability 
companies are legally separate from their owners. Debt of the business is not 
necessarily the personal responsibility of the shareholder or member. Of course, if 
you sign a personal guaranty, this benefit is lost and you are taking on the business 
debt as your own. 
Obtain New Tax or Employer Identification Numbers 
If your prior business was a sole proprietorship and part of your personal 
bankruptcy or if you liquidated a prior corporation or limited liability company, you 
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can’t start the new business with the same tax or employer identification numbers. 
You need to obtain new numbers.   If you re-open them, the old creditors can still 
take action to collect any debts which were not paid in full in the bankruptcy. 
Be Prepared for Problems Obtaining Financing 
Even if you start the new business as a corporation or limited liability 
company, if you are the sole owner, banks and other lenders will likely ask about 
your personal credit history when they consider providing financing to the business. 
You could take some steps to increase your chances of having the business approved 
for financing by: 
 preparing a comprehensive business plan 
 opening the business with a partner that has good credit 
 finding investors to partially fund your business 
 applying for financing from a small community bank, or 
 looking for financing or grants offered as incentives to business by local 
communities. 
Small Business Administration Loans: Use Caution 
While turning to the small business administration might sound like a good 
idea, exercise caution. Often, the small business administration requires not only 
personal guarantees for loans, but also requires you to use personal assets, most 
commonly your home, to secure the business debt.  
Consider Alternatives to Financing 
When starting a new business, consider alternatives to obtaining financing. 
Whether they will work for you will depend on the type of business your are starting. 
You may want to consider: 
 soliciting investors to fund your business 
 starting a personal service business that requires little or no operating 
capital, or 
 working as a subcontractor for an established business to reduce your 
operating capital needs. 
Pay All Business Taxes 
To avoid any personal responsibility for business taxes, make sure that the 
business pays its tax debt timely and, most importantly, clearly identifies and pays to 
the property taxing authority any “trust fund” taxes. If you don’t, you may end up 
being personally liable for the taxes. 
Trust fund taxes are the taxes that the business collects from others, such as 
payroll withholding and sales taxes (but usually not excise taxes). The business has 
the responsibility to collect and transmit the payment but is not directly paying the 
tax.   
Be Careful About Extending Payment Terms to Your Customers 
Since financing will be tight in the beginning, make sure that your  new 
business is getting paid for the work it is doing. Extending payment terms to 
customers that are overly favorable might result in not getting paid at all.   
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Maintain Good Business Records 
If you are able to secure financing, it is likely that it will be on a short term but 
renewable basis. Keep good records so that when the loan is up for renewal you can 
provide accurate figures to show that your business is succeeding and building up its 
own good credit. 
 
 
 
Lecture  8 Environmental Law 
 
1. What is International Environmental Law? 
2. Factors that Gave Rise to Environmental Law: National and International 
Perspective 
3. Levels of Environmental Law 
4. The Role of International and National Laws in the Protection of the Environment 
5. Does the Existing Environmental Law Adequately Protect the Environment? 
 
Environmental law is a complex area of law that goes far deeper than the 
protection of the environment. Those who practice environmental law must master 
more than the relevant legal doctrines, federal and state statutes, regulations, and 
administrative law principles. They must also be able to analyze public policy, 
understand economics, science, and the basis behind environmental protection. They 
must also sift through the bureaucratic and political aspects of environmental law and 
policy while attempting to litigate for their clients. A successful environmental 
lawyer can solve environmental problems and see the wider social, economic, and 
political implications that underlie the environmental law. 
There are several areas that environmental law can cover, most which fall 
under the catch-all category of environmental degradation. Air pollution, water 
pollution, and the regulation of hazardous wastes are just a few of the issues that can 
be addressed through environmental law. In addition, protection of the ecosystems 
and natural resources are also frequent issues for those practicing environmental law. 
Consequently, cleaning up and preserving the air, water, and land are important goals 
of environmental law – although sometimes economics plays a role, as well.  
 
1.What is International Environmental Law? 
  
A number of preliminary problems arise in any attempt to identify 
“international environmental law”. Some scholars have avoided the use of the term, 
arguing that there is no distinct body of international environmental law with its own 
sources and methods of law-making deriving from principles peculiar or exclusive to 
environmental concerns. Rather, they stress that such relevant law as does exist 
originates from the application of general rules and principles of classical or general 
international law and its sources. 
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 Thus international environmental law is nothing more, or less, than the 
application of international law to environmental problems. 
 Whatever the case may be, at this juncture, it should be noted that this over-
emphasis on the role of general International law will not have the worsening effect 
on the environmental problems since the traditional legal order of the environment is 
essentially a laissez-faire system oriented toward the unfettered freedom of states. 
 The next issue is verifying whether currently there is a body of law more 
specifically aimed at protecting the environment or not? 
 While it is unquestionably correct that international environmental law is 
merely part of international law as a whole, rather than some separate, self-contained 
discipline, and no serious lawyer would suggest otherwise, the problem with over-
emphasizing the role of general international law, as one writer points out, has been 
that the traditional legal order of the environment is essentially a laissez-faire system 
oriented toward the unfettered freedom of states. Such limitations on freedom of 
action as do exist have emerged in an ad hoc fashion and have been formulated from 
perspectives other than environmental. To try to overcome these inadequacies, as 
environmental problems have worsened, it has become necessary to develop a body 
of law more specifically aimed at the protection of the environment. 
 A study of contemporary international environmental law thus requires us to 
consider both this new body of specifically environmental law and the application of 
general international law to environmental problems. Moreover, international 
environmental law also includes not only public international law, but also relevant 
aspects of private international law, and in some instances has borrowed heavily from 
national law. 
 Now, taking the above facts for granted, let us proceed to address issues in 
regard to how to define International Environmental Law. 
International Environmental law is thus used simply as a convenient way to 
encompass the entire corpus of international law, public and private, relevant to 
environmental issues or problems, in the same way as the use of the terms law of the 
sea, Human Right law, and International Economic Law is widely accepted. 
It is not intended thereby to indicate the existence of some new discipline 
based exclusively on environmental perspectives and strategies, though these have 
played an important role in stimulating legal developments in this field, as we shall 
observe. It has become common practice to refer to international environmental law 
in this way. 
  
2.Factors that Gave Rise to Environmental Law: National and 
International Perspective 
  
At this point before we try to see the evolution of environmental law both at 
international and national levels; it would be appropriate to see the factors that gave 
raise to their emergence.  Accordingly, many environmentalists agree that the 
following factors gave rise to the emergence of environmental law:[iii] 
First is the existence of an extensive range of environmental problems. 
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These include atmospheric pollution, marine pollution, global warming and 
ozone depletion, the danger of nuclear and other extra-hazardous substances and 
threatened wildlife species. Such problems have an international dimension in two 
obvious respects. 
(1). Pollution generated from within a particular state often has a serious 
impact upon other countries. The prime example would be acid rain, whereby 
chemicals emitted from factories rise in the atmosphere and react with water and 
sunlight to form acids. These are carried in the wind and fall eventually to earth in the 
rain, often thousands of miles away from the initial polluting event. 
(2). The fact that these environmental problems cannot be resolved by states 
acting individually. Accordingly, co-operation between the polluting and polluted 
state is necessitated. 
However, the issue becomes more complicated in those cases where it is quite 
impossible to determine from which country a particular form of environmental 
pollution has emanated. This would be the case, for example, with ozone depletion. 
 Second, the question of the relationship between the protection of the 
environment and the need for economic development is another factor underpinning 
the evolution of environmental law. 
The correct balance between development and environmental protection is now 
one of the main challenges facing the international community and reflects the 
competing interests posed by the principle of state sovereignty on the one hand and 
the need for international co-operation on the other. It also raises the issue as to how 
far one takes into account the legacy for future generations of activities conducted at 
the present time or currently planned. 
 
3.Levels of Environmental Law 
  
Environmental law exists at many levels and is only partly constituted by 
international declarations, conventions, and treaties. The bulk of environmental law is 
statutory—i.e., encompassed in the enactments of legislative bodies—and 
regulatory—i.e., generated by agencies charged by governments with the protection 
of the environment. 
 In addition, many countries have included some right to environmental quality 
in their national constitutions. Since 1994, for example, environmental protection has 
been enshrined in the German Grundgesetz (“Basic Law”), which now states that the 
government must protect for “future generations the natural foundations of life.” 
Similarly, the Chinese constitution guarantees to each citizen a “right to life and 
health” and requires the state to ensure “the rational use of natural resources and 
protects rare animals and plants”; the South African constitution recognizes a right to 
“an environment that is not harmful to health or well-being; and to have the 
environment protected, for the benefit of present and future generations”; the 
Bulgarian constitution provides for a “right to a healthy and favorable environment, 
consistent with stipulated standards and regulations”; and the Chilean constitution 
contains a “right to live in an environment free from contamination.” 
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 Much environmental law also is embodied in the decisions of international, 
national, and local courts. Some of it is manifested in arbitrated decisions, such as the 
Trail Smelter arbitration (1941), which enjoined the operation of a smelter located in 
British Columbia, Canada, near the international border with the U.S. state of 
Washington and held that “no State has the right to use or permit the use of its 
territory in such a manner as to cause injury by fumes in or to the territory of another 
or the properties or persons therein.” 
  
4.The Role of International and National Laws in the Protection of the 
Environment 
  
A law is society’s system for weighing different interests, goals, and values, 
and for making decisions when conflicting interests cannot be reconciled in other 
ways. It is based mainly on political decisions and guidelines in the form of 
legislation and on society’s general values or ethical norms. So, a law is formed by 
the legal system itself, with its own norms and values. 
 By the legal system it meant, institutions or arenas dominated by lawyers and 
legal methodology: legal doctrine and education, and legal practice within and 
outside the courts. 
The role of the law in protecting the environment is not fundamentally different 
in both international and national law. Accordingly, 
First, it provides mechanisms and procedures for negotiating the necessary 
rules and standards, settling disputes, and supervising implementation and 
compliance with treaties and customary rules. 
Second, it is concerned with regulating environmental problems, setting 
common standards and objectives for prevention or mitigation of harm, and providing 
a flexible rule-making process that allows for easy and regular amendment in the 
light of technological developmenst and advances in scientific and other knowledge. 
Third, reinstatement of or compensation for environmental damage is a more 
limited but still important function. 
It is more limited because only those who suffer damage can secure such 
redress and also because not all-environmental damage is necessarily capable of 
reinstatement or has an economically assessable value. 
Finally, it benefits or keeps accountable individuals. 
  
5.Does the Existing Environmental Law Adequately Protect the 
Environment? 
  
This is an important question to which there is no easy or single answer. 
Whether the protection offered to the environment by both international and national 
law is adequate in scope and stringency is of course a value judgment, which will 
depend on the weight given to the whole range of competing social, economic, and 
political considerations. 
As far as measuring the effectiveness of the law in protecting the environment 
is concerned, much depends on the criteria used. 
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Effectiveness has multiple meanings: 
  
First, it may mean solving the problem for which the regime was established 
(for example, avoiding further depletion of the ozone layer); 
Second, achievement of goals set out in the constitutive instrument (for 
example, attaining a set percentage of sculpture emission); 
Third, altering behavior pattern (for example, moving from use of fossil fuels 
to solar or wind energy production); 
Finally, enhancing national and international compliance with rules and 
international agreements. 
By way of conclusion we have to keep in mind that the effectiveness of 
different regulatory and enforcement techniques are largely determined by the nature 
of the problem. What works in one case may not work in others. 
 
Example  
Trading company "Lotus", registered in  Kyiv, for I quarter 2010 has used 
400 liters of leaded gasoline and 350 liters of diesel fuel. 
The company has a branch in the city Brovary (Kiev region). For I quarter 2010 
branch used 600 liters of leaded gasoline and 100 m
3
 of gas. Calculate the amount 
of the fee for the period and display it in the calculation (leaded gasoline is taken 
as an example, its use is prohibited in the territory of Ukraine). 
As the parent company has a branch registered in another region unit than the 
parent company, you need to make two calculations: one to submit the amount of the 
fee of the parent company, and the second - at the location of the branch. 
Proceed to fill the main part of the calculation.  
1. To fill column 2 "Actual emissions, fuel consumed, discharges, waste 
disposal, etc." lines1.1, 1.2, and so on, convert liters into tons (Table 1). 
Table 1 
Parent company Branch  
Leaded gasoline - 400 x 0.74 kg/l / 
1000 = 0.3 tons 
Leaded gasoline- 600 x 0.74 kg/l / 1000 = 
0.44 tons 
Diesel fuel - 350 x 0.85 kg/l/ 1000 = 
0.3 tons 
Compressed natural gas - 100 x 0.59 kg/m
3
 
/ 1000 = 0.06 tons 
 
2. To fill column 3 "Indexed norms of collection in the current year, USD" 
norms of collection should be indexed. To do this, multiply the basic norms fee (for 
this year)  at the rate of inflation for the previous year (Table 2), formula 1. 
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Table 2 
Year Coefficient of inflation 
2000 125,8 
2001 106,1 
2002 99,4 
2003 108,2 
2004 112,3 
2005 110,3 
2006 111,6 
2007 116,6 
2008 122,3 
2009 112,3 
2010 109,1 
2011 104,6 
2012 99,8 
2013 100,5 
2014 124,9 
 
Payers of pollution of the environment hold its indexing standards as follows:  
;
100
iN
N
p
i

                                                        (1) 
where Ni - indexed norms of collection in this year, (rounded to two decimal places) 
per 1 ton; 
Np - indexed norms of collection in the previous year USD, (rounded to two decimal 
places) per 1 ton; 
i - the consumer price index (inflation rate) for the previous year,% (see Table 2). 
So indexed fees in 2010: 
Leaded gasoline - 22.66 x 1.123 = 25.45 USD; 
Diesel fuel – 17 x 1.123 = 19.09 USD; 
Compressed natural gas - 11,32 x 1.123 = 12.71 USD. 
3. When filling columns 4 and 5 of "Correction coefficient" in column 4 put 
correction coefficients, that are given in Table 2.1 of Annex 2 (coefficient which is 
set according to the number of inhabitants of the settlement); in column 5 - correction 
coefficients, that are given in Table 2.2 of Annex 2 (a factor which is set according to 
the national economic importance of settlement). 
For the parent company, registered in  Kyiv, correction coefficients are 1.8 and 
1.25.  
For branch, registered in the city Brovary - 1 and 1. 
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4. To fill column 6 "Charge fees for emissions of mobile sources, total" multiply data 
from columns 2, 3, 4, 5 (Table 3). 
Table 3 
Leading company Branch  
Leaded gasoline = 0.3 x 25.45 x 1.8 x 
1.25 = 17.18 USD 
Leaded gasoline = 0.44 x 25.4 5 x 1 x 1 
= 11.20 USD 
Diesel fuel = 0.3 x 19.09 x 1.8 x 1.25 = 
12.89 USD 
Compressed natural gas = 0.06 x 12.71 
x 1 x 1 = 0.76 USD 
 
6. In line 2, "Charge for the reporting period, total" add the fees for all 
sources of pollution and write in USD with appropriate rounding to two decimal 
places (Table 4) 
Table 4 
Parent company Branch 
17,18 (leaded gasoline) + 
+12,89(diesel)= 30.07  
11.20 (leaded gasoline) + 
+0.76(compressed natural gas) = 11.96 
 
Example of how to fill in the tax calculation of pollution of the environment by 
mobile sources for the parent company (Table 5) and for branch (Table 6). 
Table 5 
Name of 
pollutant 
Actual emissions, fuel 
consumed, discharges, 
waste disposal, etc., 
tons 
Indexed norms of 
collection in the 
current year, USD 
Correction  
coefficient 
Charge fees for 
emissions of 
mobile sources  Population  NEI 
1 2 3 4 5 6 
1. Charge fees for emissions of mobile sources, total 
1.1 
Leaded 
gasoline 
0,3 25,45 1,8 1,25 17,18 
1.2 
Diesel 
fuel 
0,3 19,09 1,8 1,25 12,89 
2. Charge for the reporting period, total 30,07 
 
Table 6 
Name of 
pollutant 
Actual emissions, fuel 
consumed, discharges, 
waste disposal, etc. 
Indexed norms of 
collection in the 
current year USD 
Correction  
coefficient 
Charge for the 
reporting 
quarter, total 
1 2 3 4 5 6 
1.Charge fees for emissions of mobile sources, total 
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1.1 
Leaded 
gasoline 
0,44 25,45 1 1 11,2 
1.2 
Diesel fuel 
0,06 12,71 1 1 0,76 
2. Charge for the reporting quarter, total 11,96 
 
 
 
 
Lecture 9  THE ROLE OF INTERNATIONAL BUSINESS 
1. International business 
2. International Trade Barriers 
3. Getting Involved in International Business 
4. Trade Agreements, Alliances, and Organizations 
 
1.International Business 
International business refers to the buying, selling, and trading of goods and 
services across national boundaries. Falling political barriers and new technology are 
making it possible for more and more companies to sell their products overseas as 
well as at home. And, as differences among nations continue to narrow, the trend 
toward the globalization of business is becoming increasingly important. For 
instance, about 50 percent of Procter & Gamble's revenues come from overseas. The 
company markets 300 brands to almost 5 billion consumers in 140 countries. The 
consumer product giant has 93 manufacturing facilities in 44 countries outside the 
United States. 
When McDonald's sells a Big Mac in Moscow, Sony sells a stereo in Detroit, 
or a small Swiss medical supply company sells a shipment of orthopedic devices to a 
hospital in Monterrey, Mexico, the sale affects the economies of the countries 
involved. To begin our study of international business, we must first consider some 
economic issues: why nations trade, exporting and importing, and the balance of 
trade. 
Why Nations Trade 
Nations and businesses engage in international trade to obtain raw materials 
and goods that are otherwise unavailable to them or are available elsewhere at a 
lower price than that at which they themselves can produce. A nation, or individuals 
and organizations from a nation, sell surplus materials and goods to acquire funds to 
buy the goods, services, and ideas its people need. Poland and Hungary, for example, 
want to trade with Western nations so that they can acquire new technology and 
techniques to revitalize their formerly communist economies. Which goods and 
services a nation sells depends on what resources it has available.  
Some nations have a monopoly on the production of a particular resource or 
product. Such a monopoly, or absolute advantage, exists when a country is the only 
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source of an item, the only producer of an item, or the most efficient producer of an 
item. Because South Africa has the largest deposits of diamonds in the world, one 
company, De Beers Consolidated Mines, Ltd., controls a major portion of the world's 
diamond trade and uses its control to maintain high prices for gem-quality diamonds. 
The United States, until recently, held an absolute advantage in oil- drilling 
equipment. But an absolute advantage not based on the availability of natural 
resources rarely lasts, and Japan and Russia are now challenging the United States in 
the production of oil-drilling equipment. 
Most international trade is based on comparative advantage, which occurs 
when a country specializes in products that it can supply more efficiently or at a 
lower cost than it can produce other items. The United States has a comparative 
advantage in producing agricultural commodities such as corn and wheat. Until 
recently, the United States had a comparative advantage in manufacturing 
automobiles, heavy machinery, airplanes, and weapons; other countries now hold the 
comparative advantage for many of these products. 
Trade between Countries 
To obtain needed goods and services and the funds to pay for them, nations 
trade by exporting and importing. Exporting is the sale of goods and services to 
foreign markets. Importing is the purchase of goods and services from foreign 
sources. Many of the goods you buy in your country are likely to be imports or to 
have some imported components. Sometimes, you may not even realize they are 
imports. 
Balance of Trade 
You have probably read or heard about the fact that the United States has a 
trade deficit, but what is a trade deficit? A nation's balance of trade is the difference 
in value between its exports and imports. Because nation imports more products than 
it exports, it has a negative balance of trade, or trade deficit. By 2008, the U.S. trade 
deficit is expected to reach $347.5 billion, with imports of $2,272.5 billion and 
exports of $1,925 billion. The trade deficit fluctuates according to such factors as the 
health of the United States and other economies, productivity, perceived quality, and 
exchange rates.  
The difference between the flow of money into and out of a country is called 
its balance of payments. A country's balance of trade, foreign investments, foreign 
aid, loans, military expenditures, and money spent by tourists comprise its balance of 
payments. As you might expect, a country with a trade surplus generally has a 
favorable balance of payments because it is receiving more money from trade with 
foreign countries than it is paying out. When a country has a trade deficit, more 
money flows out of the country than into it. If more money flows out of the country 
than into it from tourism and other sources, the country may experience declining 
production and higher unemployment, because there is less money available for 
spending. 
 
 
2. International Trade Barriers  
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Completely free trade seldom exists. When a company decides to do business 
its own country, it will encounter a number of barriers to international trade. Any 
firm considering international business must research the other country's economic, 
legal, political, social, cultural, and technological background. Such research will 
help the company choose an appropriate level of involvement and operating 
strategies, as we will see later in this chapter. 
Economic Barriers 
When looking at doing business in another country, managers must consider a 
number of basic economic factors, such as economic development, infrastructure, and 
exchange rates. 
Economic Development. When considering doing business abroad, 
businesspeople need to recognize that they cannot take for granted that other 
countries offer the same things as are found in industrialized nations—economically 
advanced countries such as the United States, Japan, Great Britain, and Canada. 
Many countries in Africa, Asia, and South America, for example, are in general 
poorer and less economically advanced than those in North America and Europe; 
they are often called less-developed countries (LDCs). LDCs are characterized by 
low per capita income (income generated by the nation's production of goods and 
services divided by the population), which means that consumers are not likely to 
purchase nonessential products. Nonetheless, LDCs represent a potentially huge and 
profitable market for many businesses because they may be buying technology to 
improve their infrastructures, and much of the population may desire consumer 
products—such as personal care products and soft drinks. Hewlett-Packard is 
attempting to bring new technologies to less developed countries. The company 
launched World e-Inclusion, an economic development initiative that will apply 
technology-based solutions to empower people in developing countries. Pilot 
programs for the initiative have already yielded high-speed Internet connections for 
remote villages in Central America and specialized software for coffee growers in 
Sumatra. 
A country's level of development is determined in part by its infrastructure, 
the physical facilities that support its economic activities, such as railroads, 
highways, ports, airfields, utilities and power plants, schools, hospitals, 
communication systems, and commercial distribution systems. When doing business 
in LDCs, for example, a business may need to compensate for rudimentary 
distribution and communication systems, or even a lack of technology. 
Exchange Rates. The ratio at which one nation's currency can be exchanged 
for another nation's currency is the exchange rate. Exchange rates vary daily and can 
be found in newspapers and through many sites on the Internet.  
Legal and Political Barriers 
A company that decides to enter the international marketplace must contend 
with potentially complex relationships among the different laws of its own nation, 
international laws, and the laws of the nation with which it will be trading; various 
trade restrictions imposed on international trade; and changing political climates.  
Once outside your country borders, businesspeople are likely to find that the 
laws of other nations differ from those in their country. Many of the legal rights that 
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Americans take for granted do not exist in other countries, and a firm doing business 
abroad must understand and obey the laws of the host country. Many countries forbid 
foreigners from owning real property outright; others have strict laws limiting the 
amount of local currency that can be taken out of the country and the amount of 
foreign currency that can be brought in. 
Exchange controls restrict the amount of currency that can be bought or sold. 
Some countries control their foreign trade by forcing businesspeople to buy and sell 
foreign products through a central bank.  
A quota limits the number of units of a particular product that can be imported 
into a country. A quota may be established by voluntary agreement or by government 
decree 
An embargo prohibits trade in a particular product. Embargoes are generally 
directed at specific goods or countries and may be established for political, economic, 
health, or religious reasons.  
One common reason for setting quotas is to prohibit dumping, which occurs 
when a country or business sells products at less than what it costs to produce them.  
A company may dump its products for several reasons. Dumping permits quick 
entry into a market. Sometimes dumping occurs when the domestic market for a 
firm's product is too small to support an efficient level of production. In other cases, 
technologically obsolete products that are no longer salable in the country of origin 
are dumped overseas. Dumping is relatively difficult to prove, but even the suspicion 
of dumping can lead to the imposition of quotas. 
Social and Cultural Barriers 
Most businesspeople engaged in international trade underestimate the 
importance of social and cultural differences; but these differences can derail an 
important transaction. Cultural differences include differences in spoken and written 
language. Although it is certainly possible to translate words from one language to 
another, the true meaning is sometimes misinterpreted or lost.  
Differences in body language and personal space also affect international trade. 
Body language is nonverbal, usually unconscious communication through gestures, 
posture, and facial expression. Personal space is the distance at which one person 
feels comfortable talking to another. Americans tend to stand a moderate distance 
away from the person with whom they are speaking. Arab businessmen tend to stand 
face- to-face with the object of their conversation. Additionally, gestures vary from 
culture to culture, and gestures considered acceptable in your society may be 
considered rude in others.  
Companies engaged in foreign trade must observe the national and religious 
holidays and local customs of the host country. In many Islamic countries, for 
example, workers expect to take a break at certain times of the day to observe 
religious rites. Companies also must monitor their advertising to guard against 
offending customers. In Thailand and many other countries, public displays of 
affection between the sexes are unacceptable in advertising messages; in many 
Middle Eastern nations, it is unacceptable to show the soles of one's feet.  
The literature dealing with international business is filled with accounts of 
sometimes humorous but often costly mistakes that occurred because of a lack of 
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understanding of the social and cultural differences between buyers and sellers. Such 
problems cannot always be avoided, but they can be minimized through research on 
the cultural and social differences of the host country.  
 
3.Getting Involved in International Business 
Exporting and Importing 
Many companies first get involved in international trade when they import 
goods from other countries for resale in their own businesses. For example, a grocery 
store chain may import bananas from Honduras and coffee from Colombia. A 
business may get involved in exporting when it is called upon to supply a foreign 
company with a particular product. Such exporting enables enterprises of all sizes to 
participate in international business.  
Exporting sometimes takes place through countertrade agreements, which 
involve bartering products for other products instead of for currency. Such 
arrangements are fairly common in international trade, especially between Western 
companies and Eastern European nations. An estimated 40 percent or more of all 
international trade agreements contain countertrade provisions. 
Although a company may export its wares overseas directly or import goods 
directly from their manufacturer, many choose to deal with an intermediary, 
commonly called an export agent. Export agents seldom produce goods themselves; 
instead, they usually handle international transactions for other firms. Export agents 
either purchase products outright or take them on consignment. If they purchase them 
outright, they generally mark up the price they have paid and attempt to sell the 
product in the international marketplace. They are also responsible for storage and 
transportation.  
An advantage of trading through an agent instead of directly is that the 
company does not have to deal with foreign currencies or the red tape (paying tariffs 
and handling paperwork) of international business. A major disadvantage is that, 
because the export agent must make a profit, either the price of the product must be 
increased or the domestic company must provide a larger discount than it would in a 
domestic transaction. 
Trading Companies 
A trading company buys goods in one country and sells them to buyers in 
another country. Trading companies handle all activities required to move products 
from one country to another, including consulting, marketing research, advertising, 
insurance, product research and design, warehousing, and foreign exchange services 
to companies interested in selling their products in foreign markets. Trading 
companies are similar to export agents, but their role in international trade is larger. 
By linking sellers and buyers of goods in different countries, trading companies 
promote international trade.  
Licensing and Franchising 
Licensing is a trade arrangement in which one company—the licensor—allows 
another company—the licensee—to use its company name, products, patents, brands, 
trademarks, raw materials, and/or production processes in exchange for a fee or 
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royalty. The Coca-Cola Company and PepsiCo frequently use licensing as a means to 
market their soft drinks in other countries.  
Franchising is a form of licensing in which a company—the franchiser—
agrees to provide a franchisee a name, logo, methods of operation, advertising, 
products, and other elements associated with the franchiser's business, in return for a 
financial commitment and the agreement to conduct business in accordance with the 
franchiser's standard of operations. Wendy's, McDonald's, Pizza Hut, and Holiday 
Inn are well-known franchisers with international visibility. Licensing and 
franchising enable a company to enter the international marketplace without spending 
large sums of money abroad or hiring or transferring personnel to handle overseas 
affairs. They also minimize problems associated with shipping costs, tariffs, and trade 
restrictions. And, they allow the firm to establish goodwill for its products in a 
foreign market, which will help the company if it decides to produce or market its 
products directly in the foreign country at some future date. However, if the licensee 
(or franchisee) does not maintain high standards of quality, the product's image may 
be hurt; therefore, it is important for the licensor to monitor its products overseas and 
to enforce its quality standards. 
Direct Investment 
Companies that want more control and are willing to invest considerable 
resources in international business may consider direct investment, the ownership of 
overseas facilities.  
Outsourcing, a form of direct investment, involves transferring manufacturing 
or other tasks (such as information technology operations) to countries where labor 
and supplies are less expensive. For example, Italian car maker Fiat SpA outsources 
the management of its information technology operations to IBM. The Swedish Post 
Office also outsources the management of its computing and network infrastructure 
and related services to IBM. Many American computer, apparel, and athletic shoe 
makers have transferred production to Asian countries, where labor costs are lower 
than in the United States. Some companies have transferred selected operations to 
Mexican plants under the maquiladora system.  
Multinational Corporations 
The highest level of international business involvement is the multinational 
corporation (MNC), a corporation, such as IBM or Exxon, that operates on a 
worldwide scale, without significant ties to any one nation or region. MNCs are more 
than simple corporations. They often have greater assets than some of the countries in 
which they do business. General Motors, Exxon, Ford Motors, and General Electric, 
for example, have sales higher than the GDP of many of the countries in which they 
operate. Nestle, with headquarters in Switzerland, operates more than 300 plants 
around the world and receives revenues from Europe; North, Central, and South 
America; Africa; and Asia. The Royal Dutch/Shell Group, one of the world's major 
oil producers, is another MNC. Its main offices are located in The Hague and 
London. 
 
 
4. Trade Agreements, Alliances,  a n d  Organizations 
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Although these economic, political, legal, and sociocultural issues may seem 
like daunting barriers to international trade, there are also organizations and 
agreements—such as the General Agreement on Tariffs and Trade, the World Bank, 
and the International Monetary Fund—that foster international trade and can help 
companies get involved in and succeed in global markets. Various regional trade 
agreements, such as the North American Free Trade Agreement and the European 
Union, also promote trade among member nations by eliminating tariffs and trade 
restrictions. In this section, we'll look briefly at these agreements and organizations. 
General Agreement on Tariffs and Trade (GATT) 
During the Great Depression of the 1930s, nations established so many 
protective tariffs covering so many products that international trade became virtually 
impossible. By the end of World War II, there was considerable international 
momentum to liberalize trade and minimize the effects of tariffs. The General 
Agreement on Tariffs and Trade (GATT), originally signed by 23 nations in 1947, 
provided a forum for tariff negotiations and a place where international trade 
problems could be discussed and resolved. More than 100 nations abided by its rules. 
GATT sponsored rounds of negotiations aimed at reducing trade restrictions. 
Two of the most successful of these sessions were the Kennedy and Tokyo round. 
The Kennedy Round, named for President John R Kennedy, reduced tariffs on 
more than 60,000 items by an average of 40 percent among 50 members of GATT. 
The Tokyo Round (1973-1979) involved 100 nations. It reduced many tariffs by 30 
percent, and the negotiators were able to eliminate or ease nontariff trade restrictions 
such as import quotas, red tape in customs procedures, and "buy national" 
agreements. The Tokyo Round also worked to increase the availability of foreign 
currency. The most recent round, the Uruguay Round (1988-1994), further reduced 
trade barriers for most products and provided new rules to prevent dumping. 
The World Trade Organization (WTO), an international organization dealing 
with the rules of trade between nations, was created in 1995 by the Uruguay Round. 
Key to the World Trade Organization are the WTO agreements, which are the legal 
ground rules for international commerce. The agreements were negotiated and signed 
by most of the world's trading nations and ratified by their parliaments. The goal is to 
help producers of goods and services and exporters and importers conduct their 
business. In addition to administering the WTO trade agreements, the WTO presents 
a forum for trade negotiations, handles trade disputes, monitors national trade 
policies, provides technical assistance and training for developing countries, and 
cooperates with other international organizations. 
Each of the GATT rounds reduced trade barriers and was followed by a period 
of strong economic growth. By 2002, falling trade barriers are expected to add $250 
billion to the value of goods and services worldwide, which translates into an 8 
percent boost in the global domestic product. It is hoped that, by reducing trade 
barriers, nations will develop closer relationships. As this happens, global markets 
should become more efficient. 
The European Union (EU) 
The European Union (EU), also called the European Community or Common 
Market, was established in 1958 to promote trade among its members: France, 
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Germany, Italy, Belgium, Netherlands, Luxembourg, United Kingdom, Ireland, 
Denmark, Greece, Portugal, Spain, Austria, Finland, and Sweden. Until 1993, each 
nation functioned as a separate market, but at that time, they officially united into one 
of the largest single world markets, with nearly 340 million consumers.  
The Common Market of the Southern Cone (MERCOSUR) 
The Common Market of the Southern Cone (MERCOSUR) was established in 
1991 under the Treaty of Asuncion to unite Argentina, Brazil, Paraguay, and Uruguay 
as a free-trade alliance; Bolivia and Chile joined as associates in 1996. The alliance 
represents 215 million consumers—63 percent of South America's population—with 
a combined gross domestic product of $ 1.4 trillion, making it the third largest trading 
bloc, behind NAFTA and the European Union. MERCOSUR promotes "the free 
circulation of goods, services, and production factors among the countries" and 
established a common external tariff and commercial policy. 
Asia-Pacific Economic Cooperation (APEC) 
The Asia-Pacific Economic Cooperation (APEC), established in 1989, 
promotes open trade and economic and technical cooperation among member nations, 
which initially included Australia, Brunei, Canada, Indonesia, Japan, Korea, 
Malaysia, New Zealand, the Philippines, Singapore, Thailand, and the United States. 
Since then, the alliance has grown to include China, Hong Kong, Chinese Taipei, 
Mexico, Papua New Guinea, Chile, Peru, Russia, and Vietnam. The 21-member 
alliance represents 2.5 billion consumers, has a combined gross domestic product of 
$18 trillion, and accounts for nearly 44 percent of global trade. APEC differs from 
other international trade alliances in its commitment to facilitating business and its 
practice of allowing the business/private sectors to participate in a wide range of 
APEC activities. 
World Bank 
The World Bank, more formally known as the International Bank for 
Reconstruction and Development, was established by the industrialized nations, 
including the United States, in 1946 to loan money to underdeveloped and developing 
countries. It loans its own funds or borrows funds from member countries to finance 
projects ranging from road and factory construction to the building of medical and 
educational facilities. The World Bank and other multilateral development banks 
(banks with international support that provide loans to developing countries) are the 
largest source of advice and assistance for developing nations. The International 
Development Association and the International Finance Corporation are associated 
with the World Bank and provide loans to private businesses and member countries. 
International Monetary Fund 
The International Monetary Fund (IMF) was established in 1947 to promote 
trade among member nations by eliminating trade barriers and fostering financial 
cooperation. It also makes short-term loans to member countries that have balance - 
of-payment deficits and provides foreign currencies to member nations. The 
International Monetary Fund also tries to avoid financial crises and panics by alerting 
the international community about countries that will not be able to repay their debts. 
The IMF's Internet site provides additional information about the organization, 
including news releases, frequently asked questions, and members. 
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Lecture  10  Legal Aspects Relating To The International Marketing Of Goods 
And Services 
 
1. Establishing a presence in the export market 
2. The appointment of a self-employed agent in the export territory  
3. The appointment of a ‘sole’ or ‘exclusive’ distributor 
4. Opening a branch office or forming a subsidiary in the export territory 
5. Establishing a joint venture with a local partner 
6. Licensing and franchising agreements 
 
Introduction 
As a business grows, those responsible for its management will look for new 
markets to enter. While opportunities in the home market may well present 
themselves, casting an eye beyond the horizon might reveal the existence of untapped 
or underexploited markets just waiting to be plundered. Dipping a toe into the 
international marketplace might be a tempting option, but one which should be 
approached carefully. Lurking below the surface are dangers which could turn the 
expansion dream into a nightmare. Doing business in an international context raises 
legal issues which are quite different from those arising from purely domestic activity 
but which, nevertheless, will have to addressed by any company considering 
exporting its goods or services abroad. As has been emphasised in preceding 
chapters, different countries have different laws. This will be of little importance to a 
company whose business activities are confined to the domestic market, but should 
those activities be extended beyond the national border, the divergences which exist 
between legal systems can have a significant impact on the way the business should 
be conducted and, in consequence, the success or failure of the project involved. 
This chapter considers some of the legal aspects of doing business abroad, 
including ways of establishing a presence in the export market, liability for product 
defects, rights attaching to intellectual property and the role played by competition 
law. In the following chapter, the export contract itself will be examined together 
with the associated financing arrangements. 
 
1. Establishing a presence in the export market 
A company wishing to export its products abroad will normally have to arrange 
some form of representation in the country concerned. Although directing operations 
from the home base is a possibility, lack of familiarity with the local market and the 
business culture operating there could present problems. It is probably wiser to 
involve someone who has local knowledge and contacts to approach and who also 
knows how to navigate through any regulatory red tape which may apply. 
There are a number of options available to a business wishing to establish a 
presence in a foreign country, each having advantages and disadvantages from a legal 
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perspective. Among the range of possibilities are the following: 
 appointing an agent to introduce and, depending on the circumstances, 
conclude contracts on behalf of the exporter; 
 appointing a distributor for the territory concerned; 
 opening a branch office or forming a subsidiary in the export territory; 
 establishing a joint venture with a local partner; 
 if the exporter has intellectual property rights, such as a patent or trade 
mark, licensing a person to exploit these in the export market; 
 concluding a franchise agreement with a local company. 
The principal features relating to the above arrangements will now be 
considered. 
 
2.  The appointment of a self-employed agent in the export territory 
An agent in the legal sense is a person authorised by another person, the 
‘principal’, to represent and act on behalf of that person and legally bind him or her in 
relation to third parties. As can be seen from Figure 1, the agency relationship 
involves three parties. 
In the commercial world, the term ‘agent’ is sometimes used to refer to other 
types of relationship which do not, in fact, give rise to an agency in the sense 
described above. For example, if an Australian company is an appointed Peugeot 
‘agent’ for Queensland, the Australian company will be a distributor for Peugeot, not 
its agent. 
 
 
Figure 1 – The agency relationship 
 
A distributor is not an agent in the legal sense, because it does not act on behalf 
of the supplier. If this were the case, the supplier would enter into a direct contractual 
relationship with the end purchaser, which it does not. The distributor contracts to 
buy goods from the supplier which are then resold by the distributor on its own 
account and for its own profit. 
As an agent can incur liabilities on behalf of the principal, the relationship has 
to be based on trust and confidence. Therefore, a company contemplating appointing 
an agent to represent it in the export market should first establish the reputation and 
financial standing of the person concerned by making detailed and extensive 
enquiries. The results of these should determine whether the proposed agent is a per-
son in whom the exporter can place the necessary trust and confidence. 
While the concept of agency is recognised in both common law and civil law 
jurisdictions, the legal features of the relationships involved, particularly those 
existing between the principal and the third party, are not always identical. 
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The ability of the agent to affect the legal position of the principal stems from 
the authority bestowed on him by the principal. Although the precise nature of this 
will depend on the terms of appointment, it is likely that the agent will have been 
engaged either to introduce potential customers to the principal, who will personally 
conclude any contract resulting; or, in addition to finding customers, make any 
necessary contracts with them on the principal’s behalf. 
A principal will be bound by the agent’s actions provided the agent was acting 
within the scope of his authority at the time. However, an agent’s authority can arise 
in different ways and can exist even though the principal has not expressly authorised 
the action in question. The agreement appointing the agent will spell out, probably in 
detail, the express or, to use technical terminology employed in common law jurisdic-
tions, the actual authority granted by the principal. In addition to his actual authority, 
the agent will be cloaked with implied authority. This will include authority to carry 
out acts incidental to the execution of his actual authority and also those acts which, 
because of the custom of the particular market or trade, an agent would normally 
have authority to undertake. However, in the latter case, the custom must be 
reasonable and not conflict with the terms of the agent’s actual authority. 
An agent who acts without actual or implied authority will, nevertheless, bind 
the principal if the act in question comes within his apparent authority. This is the 
authority which, from the third party’s perspective, the agent appears to have. The 
appearance must have been created by the principal. This could occur because of the 
previous conduct of the principal. For example, if an agent appointed only to make 
introductions has on occasions concluded contracts with the third party which the 
principal has nevertheless honoured, the third party would be entitled to assume that 
future contracts made by the agent would be with the principal’s authority. Apparent 
authority may also arise by virtue of the type of agent involved or the particular 
transaction for which he was appointed. For example, in an English case, an agent 
was appointed to sell fertiliser. He warranted to a potential buyer that it contained 30 
per cent phosphate of lime. The fertiliser supplied did not correspond with this 
assurance and so the buyer sued the principal for breach. It was proved that in the 
fertiliser trade it was normal to give a warranty of this nature. Accordingly, the 
principal was liable for its breach although he had not authorised the agent to enter 
into such an undertaking. 
If an agent acts without authority of any kind, the principal will not be bound. 
However, in common law countries and some civil law jurisdictions, such as 
Germany, a principal can ratify an unauthorised act. The ratification relates back to 
the time of the act in question with the same consequences as if the agent had 
authority in the first place. 
Clearly, if an agent discloses to the third party that he is acting in a 
representative capacity, although not necessarily naming the principal, any contract 
concluded is between the principal and third party provided that the agent was acting 
within the scope of his actual, implied or apparent authority. The agent will not be a 
party to the contract and, consequently, will acquire neither rights nor obligations 
under it. He may, however, be liable to the principal if he has disobeyed the 
instructions of the latter who, despite this fact, is nevertheless bound to the third 
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party. An agent is not obliged to disclose his representative capacity. It may be that 
for some reason the principal not only wishes to remain anonymous but also to keep 
his very existence secret. In such a case, the principal is said to be undisclosed and as 
far as the third party is concerned, he is contracting with the agent alone. In civil law 
countries, the contract will exist only between the agent and the third party, the 
position of the undisclosed principal not being recognised. However, in common law 
jurisdictions an undisclosed principal is a party to the contract and can, if necessary, 
sue the third party on it. Similarly, if the third party subsequently discovers the 
principal’s existence, he can enforce the contract against either the agent or the 
principal. 
In civil law jurisdictions, there exists a particular type of agent known as a 
‘commissionaire’. The commissionaire, although acting as an agent for his principal, 
contracts with the third party in his own name. Although the agent must account to 
his principal for any profit resulting from the transaction, no contractual relationship 
exists between the principal and the third party. Accordingly, the principal cannot sue 
the third party and, conversely, neither can the third party sue him. On the surface, 
the commissionaire might resemble an agent acting for an undisclosed principal 
under common law. However, there is an important difference. Whereas an 
undisclosed principal is a party to the contract with the third party, this is not the case 
as regards a contract made by a commissionaire. In the case of the latter, it is only the 
agent who is entitled to enforce the contract and, similarly, it is the agent and not the 
principal who will incur liability under it. 
An agency relationship gives rise to duties on the part of both the principal and 
the agent. The following are the main duties and ones which will be recognised in 
most jurisdictions. 
Duties owed by the agent to the principal 
1 To obey instructions. The agent must act in accordance with the authority he 
has been given. If he binds the principal to unauthorised contracts or otherwise incurs 
liability on behalf of the principal, he will be responsible to the principal accordingly. 
2 To act with appropriate skill and care. An agent undertakes to carry out his 
tasks with reasonable diligence, demonstrating the customary standard of skill and 
care which would be expected of any person carrying out a similar role. If he falls 
below this standard and causes loss to his principal as a result, he will be personally 
liable to make good the loss. 
3 To avoid conflict of interest. As an agency relationship is based on trust and 
confidence, the agent must not allow his own personal interests to conflict with those 
of the principal. Accordingly, if he is appointed to sell on behalf on the principal, he 
must obtain the best price. Therefore, he would be in breach of his duty if he 
personally bought from the principal and sold on for his own profit without disclosing 
this fact. Similarly, he must not, without the principal’s permission, also act as agent 
of the buyer and receive double commission on the transaction. 
4 To disclose all material facts. The agent must notify the principal of all 
information which might influence the latter in deciding whether to proceed with a 
transaction with the third party. For example, if an agent, having been instructed not 
to deal with X, receives an order from Y, X’s partner, the agent would have to 
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disclose the relationship between Y and X when forwarding the order to his principal. 
5 Confidentiality. The principal may well have disclosed confidential 
information such as trade secrets, know-how, etc. to the agent in order to enable the 
latter to carry out his duties. The agent, therefore, must use this information for the 
purposes for which it was given and not disclose it to third parties either during or 
after termination of the agency. 
6 To account. The agent must account to the principal in the manner and at the 
times specified in the agreement. He must keep proper books of account detailing all 
agency transactions and must account to the principal for all monies received by him 
in the course of the agency. An agent must not allow his own money to become 
mixed with that of the principal. 
 Duties owed by the principal to the agent 
1 To remunerate the agent. The entitlement of the agent to remuneration for 
his services will normally be set out in the agreement. However, in some 
jurisdictions, there are legislative provisions governing the question of an agent’s 
remuneration. For example, in the European Union, the Commercial Agents (Council 
Directive) Regulations 1993 govern not only the issue of remuneration, but many 
other aspects of the relationship between a principal and a self-employed agent. 
Under these regulations, if there is no agreement as to the agent’s remuneration, the 
principal must pay the agent such remuneration as is customary. Where there is no 
evidence of custom or implied agreement, the principal must pay the agent what is 
reasonable for the services provided. If the agent works on a commission basis, the 
regulations provide detailed rules governing, inter alia, the occurrence of events 
which give rise to an entitlement to commission, the time and manner in which 
commission must be paid, and the agent’s right to information held by the principal 
for the purposes of calculating the commission owed. 
2 To indemnify the agent. A principal must indemnify his agent against all 
liabilities reasonably incurred or discharged by him in carrying out his duties. This 
would not extend to the agent’s normal trading expenses unless this was stipulated in 
the agreement. However, it would cover, say, the costs of recovering monies owed by 
a defaulting customer provided that such action was taken with the approval of the 
principal. 
If the agency is governed by the Regulations governing commercial agents 
mentioned above, the agent may be entitled to an indemnity or compensation on 
termination of the agency and this applies even though the agency has been properly 
terminated in accordance with the notice provisions contained in the Regulations. The 
object seems to be to provide the agent with a ‘severance package’ reflecting the 
commission he might have earned if the agency had not been terminated, the 
expenses he has incurred and the benefit in terms of new customers which he has 
brought to the principal’s business.  
 
3. The appointment of a ‘sole’ or ‘exclusive’ distributor 
As explained in the previous section, an exporter who employs the services of 
an agent in order to sell his products in the foreign market will, in the classic 
scenario, be in a direct contractual relationship with the end purchaser. This means 
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that, should there be any defects in performance of the contract, the exporter will be 
personally liable to the customer. Contracting through an agent also carries other 
risks. In order to maximise his commission, the more unscrupulous agent may well be 
more interested in the quantity of business obtained for his principal than its quality. 
The risks associated with dealing with customers of dubious financial standing will 
primarily fall on the exporter and not the agent. For these and other reasons, an 
exporter may choose to appoint a distributor for the country or region concerned 
rather than operate through the intermediary of an agent. 
A distributor trades on his own account. He buys the exporter’s products under 
a contract of sale and then sells them on to his own customers for his own profit. 
Should any goods prove to be defective, it will be the distributor who is primarily 
answerable to the customer and not the exporter, although the distributor may well 
have recourse against the exporter under the contract of sale which exists between 
them. Equally, if the end customer proves to be a reluctant payer or, worse, becomes 
insolvent, the financial fallout will have to be borne by the distributor and not the 
exporter. 
If, say, a manufacturer appoints a distributor for a particular country or region, 
he may well grant the distributor a degree of exclusivity. In this connection, the terms 
‘exclusive’ or ‘sole’ distributor are often used. Neither expression has a precise legal 
meaning, although in commercial usage they are commonly interpreted as indicating 
the following: 
1 In the case of both an exclusive and sole distributorship, the manufacturer agrees 
not to appoint another distributor in the territory covered by the agreement. 
2 Where sole rights are granted to the distributor, this does not prevent the 
manufacturer making sales on his own account in the allotted territory. However, if 
the distributorship is exclusive, the manufacturer agrees not to compete with the 
distributor in the territory covered by the agreement. 
Although a court may well attribute the above meanings to the terms sole and 
exclusive, the parties would be better advised to stipulate in the agreement itself 
precisely the degree of exclusivity being granted to the distributor. 
Although the manufacturer and distributor will from time to time conclude 
individual contracts of sale, the distributorship agreement itself is not a contract of 
sale. It provides the legal framework governing the overall relationship between the 
two parties, which might be intended to be long term. They are free to design the 
agreement in any way they wish. Typically, in exchange for the exclusivity granted 
by the manufacturer, the distributor will agree to purchase the goods covered by the 
agreement only from the manufacturer and not to deal in those of a competitor. The 
distributor will also often agree to concentrate on his own ‘patch’ and not to seek 
orders from outside the allotted territory. However, a word of caution should be 
sounded here. In many countries, there exist strict laws outlawing certain forms of 
anti-competitive behaviour. Such is the case, for example, in the USA and in Member 
States of the European Community. As a distribution agreement granting exclusive 
rights will, by its very nature, contain restrictions on the part of both the manufacturer 
and the distributor, it may well be subject to competition rules. Contravening such 
rules can have serious consequences, as will be explained later in this chapter, but 
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suffice it to say at this stage that great care should be taken when drafting such 
agreements. 
To avoid potential uncertainty, it is advisable to include in the agreement 
precise definitions concerning the territory granted to the distributor, the goods 
covered by the agreement and the mechanism for determining the price, minimum 
quantities (if any) to be purchased by the distributor in any given period, any 
requirement for the distributor to advertise and promote the manufacturer’s products, 
the duration of the agreement or if it is indefinite, which is more likely, the notice 
period required for bringing it to an end. 
 
4. Opening a branch office or forming a subsidiary in the export territory 
An exporter might consider a more permanent form of representation in the 
foreign market as the best way of exploiting the opportunities it offers. Establishing a 
branch office or subsidiary in the country concerned are two ways of achieving this. 
Whereas a branch office is merely an extension of the exporter himself, a subsidiary 
company is a separate legal entity formed under the law of the country where it is 
situated. The consequence of the distinction is that, in the case of the branch office, 
the exporter will be regarded as being ‘present’ in the country where the office is 
located. This raises the possibility of the exporter being subject to the jurisdiction of 
the local courts should a legal dispute arise. On the other hand, if the exporter 
operates through a subsidiary then, despite the control exercised over it through its 
shareholding, the exporter will be shielded by the veil of incorporation, leaving the 
subsidiary to face the music alone. It is true that, in some jurisdictions, a parent and 
subsidiary can be regarded as the same person but, as was explained in the last 
chapter, this tends to be the exception rather than the rule. Apart from questions of 
potential liability, the decision to establish a branch office or subsidiary will depend 
on the particular circumstances of each case. It may be that the regulatory framework 
applying in the country concerned is more favourable to one form than the other, 
making a choice easier to make. 
Although in many jurisdictions there is no requirement for a foreign-based 
company to obtain permission before establishing a subsidiary, in some countries a 
government licence has to be obtained. Whether this is straightforward or fraught 
with difficulties will depend on the country involved. Apart from any licensing 
requirements, the local law might place restrictions on the degree of control a 
foreign-based concern can exercise over locally incorporated companies. This might 
take the form of limiting the number of shares the foreign company can hold and/or 
requiring that all or a majority of the managers or directors shall be nationals. 
The export country’s tax laws might have a significant bearing on the decision 
whether or not to set up a subsidiary. If the official policy is to encourage foreign 
investment, the tax regime may provide the ‘sweetener’ of a privileged tax status. 
However, the tax climate existing in other countries might not be so sympathetic. In 
the USA, for example, some state laws regard a parent and subsidiary as a single unit 
for tax purposes. This can result in the ‘enterprise’ being taxed on its total income 
whether or not it was generated in the state concerned. Even if employees are drafted 
in from the home country to staff the branch or subsidiary, it is likely that the 
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exporter will recruit additional personnel from the local workforce. While the 
contracts of the expatriates will, in many cases, be governed by the law of the home 
country, local employment law will apply to the indigenous staff. This might provide 
employees with extensive and potentially expensive employment rights, covering 
such matters as discrimination, equal pay, maternity and paternity rights, unfair 
dismissal and redundancy. An exporter would be well advised to give careful thought 
to the implications of this when considering establishing himself in a foreign market 
by a branch or subsidiary. 
 
5. Establishing a joint venture with a local partner 
The exporter might wish to enter into a joint venture with a local enterprise. 
Entering the market in this way can have advantages for both parties to the 
arrangement. The synergy resulting from a pooling of their respective expertise, 
financial resources, skills, knowledge and experience may lead to a more profitable 
exploitation of the market potential than would arise from individual endeavour. 
Developing countries often see the establishment of joint ventures as a way of 
securing much needed financial and technological investment from the more 
advanced economies. The foreign investor, in return, can often expect to reap the 
benefits of tax and other financial incentives, a more relaxed regulatory regime 
governing matters such as planning and a plentiful supply of skilled and cheap 
labour. 
Joint ventures can be formed for a single activity or project maybe having a 
limited life span, or they can be created as a vehicle for an ongoing co-operative 
relationship of indefinite duration. Whatever the strategic aim of the joint venture, its 
key provisions should include: 
 clearly defined business objectives; 
 the extent of each party’s participation in the venture and the 
management of it; 
 contribution of capital and non-cash assets, such as know-how, 
intellectual property, etc.; 
 division of profits and losses; 
 confidentiality undertakings; 
 termination of the joint venture, rights to property and buy-out 
provisions; 
 dispute mechanisms, such as mediation or arbitration, to avoid 
management deadlock and the possibility of litigation; 
 the law governing the joint venture. 
A joint venture will normally take one of three forms, namely: 
1) a contractual joint venture; 
2) a partnership joint venture; 
3) a corporate joint venture. 
A contractual joint venture is a relationship based on a contract between the 
two parties and is governed by the general principles of contract law. Unlike the 
corporate joint venture and, to a lesser extent, the partnership, there is no specific 
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body of legal rules governing this type of joint venture and as a result the joint 
venture agreement will have to provide for every aspect of the joint venture’s 
operation. For this reason, the contractual joint venture is probably more suitable for 
a single or one-off project rather than for an ongoing business relationship, or one 
where differing ownership interests have to be accommodated or the identity of the 
participants is likely to change. This said, however, there are advantages to the 
contractual joint venture. There are few formalities governing its creation and 
termination. Property contributed by each party remains the property of the party 
concerned. As no separate entity is involved, profits will be taxed in the hands of the 
parties. Unlike a partnership, each party is responsible for its own actions and does 
not bind the other party. However, in many jurisdictions, such as the UK, the USA, 
and France, a partnership can be found to exist even though the parties did not intend 
their relationship to be such. It is difficult to state precisely when this will occur, but 
there is a risk of such a finding when achieving the project’s objectives reveals a 
mutuality of purpose going beyond the pursuit by each party of its individual 
commercial interests. If a partnership is found to exist, each of the parties will be 
fully liable for the debts and other obligations of the joint venture. 
In a partnership joint venture, a true partnership relationship exists between the 
parties, with all the legal implications this has. In the previous chapter, the principal 
characteristics of the general partnership as found in the UK, the USA, France and 
Germany were explained. In all cases, the most significant consequence of operating 
through this type of structure is that the partners are both jointly and individually 
liable to the full extent of the partnership’s liabilities. In the context of a joint venture, 
this means that each party acts as a representative of the venture and as such will bind 
the other participants) to transactions concluded with outside parties. As will be 
recalled, in most jurisdictions it is possible to form a limited partnership where some, 
but not all, the partners can enjoy limited liability. There must be a general partner 
with unlimited liability, which can in many cases be a limited liability company (see, 
for example, the German GmbH & Co. KG). However, the limited partners cannot 
participate in management; if they do, they risk losing their limited liability. In the 
USA and UK, it is also possible to form a limited liability partnership (LLP) in which 
all the partners have limited liability. Operating a joint venture through a partnership 
of whatever kind has certain advantages, such as tax transparency, flexibility of 
management structures and control mechanisms and, except for the LLP, privacy 
relating to the financial aspects of the venture. 
A corporate joint venture involves the creation by the participants of a separate 
legal entity through which to pursue the venture, such as a limited company (UK), 
corporation (USA), SARL (France) or GmbH (Germany). The parties to the joint 
venture will be the parent shareholders in the entity and as such will have limited 
liability. 
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Figure 2 
 
The control and management of the venture will be reflected in the number of 
shares each parent holds in the entity and the composition of the board of directors. 
Apart from the limited liability of the participants, the corporate joint venture has a 
number of advantages. In most jurisdictions, there is a detailed legal framework 
regulating companies which provides a degree of certainty regarding the rights and 
obligations of the participants. The options for raising finance are wider than for 
other forms of joint venture. The company can seek further investment by issuing 
shares. In many jurisdictions, different types of share are permitted, such as 
preference shares, which carry a preferential right to a dividend but will normally 
have restricted voting rights. As potential investors may be motivated by different 
factors, being able to issue shares with different rights attached to them may better 
accommodate the particular interests of the investor concerned. As the company has a 
separate and perpetual existence, the identity of the members can change without the 
need for a fundamental restructuring exercise being undertaken. Apart from raising 
equity finance, the company can borrow in its own name, using its own assets as 
security. In some circumstances, however, a lender might require additional security 
in the form of guarantees from the joint venture participants themselves which, to 
some extent, undermines the benefits of limited liability. 
A corporate joint venture has certain disadvantages. Information about the 
company, particularly relating to its finances, will have to be given at intervals to the 
appropriate government body. As this is likely to be made publicly available, the 
degree of privacy the parties to a corporate joint venture can enjoy is limited. There 
can also be tax disadvantages. The profits of the company are likely to be taxed 
separately and, depending on the jurisdiction, there is no guarantee that any credit 
will be given for this when the profits are distributed to the parent shareholders in the 
form of dividends. Further, if the joint venture incurs losses, it may not be possible to 
offset these against profits made by the parents in connection with their other separate 
business interests. 
 
6. Licensing and franchising agreements 
The owner of a patent, copyright, trade mark or other form of intellectual 
property might wish to exploit the rights attaching to such property in a particular 
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country or region by licensing a third party to utilise the property in the territory 
allotted to him. Such an arrangement allows the owner to derive the benefits from an 
exploitation of his intellectual property but, at the same time, relieves him of the 
necessity of providing capital to fund the exercise. In a similar vein, the commercial 
risks that may be associated with the property’s exploitation will be the licensee’s and 
not the owner’s. 
The viability of entering into a licensing agreement will be determined, in part, 
by legal issues such as taxation of royalties, the extent to which intellectual property 
rights are protected under the law of the country where the licence is to operate and, 
if the agreement between licensor and licensee may have an effect on competition in 
the territory concerned, the impact of any applicable competition rules. 
One particular form of licensing arrangement is the franchise agreement. Here, 
a company (the ‘franchisor’) which, through its name, logo, style, get-up, etc., has 
built up an established corporate or ‘brand’ image may allow another person (the 
‘franchisee’) to carry on his or her own business, but utilising the business system 
and brand identity of the franchisor. From the public’s point of view, there will be no 
discernible difference between a business operated by the franchisor itself and one 
operated by a franchisee. Although franchise businesses are usually associated with 
high street names such as McDonald’s, KFC, Burger King, etc., franchise 
arrangements go far beyond fast food and other consumer-oriented businesses, and 
cover the provision of a vast array of goods and services for the business sector itself. 
A franchise agreement can have benefits for both parties. The advantages for 
the franchisor include the following: 
 The franchisee will provide most, if not all, of the capital. 
 The franchisee will invest his or her own skills and entrepreneurial 
flair in developing the business and promoting the brand. 
 Most of the commercial risk will lie with the franchisee. 
 On the other hand, a franchisee: 
 can start a business despite limited capital and experience; 
 can take advantage of the goodwill generated by a nationally or 
internationally known brand name or product; 
 will obtain the benefits of the franchisor’s advertising and 
promotional activities without incurring the associated costs; 
 can rely on the franchisor’s business expertise in such areas as 
marketing and research. 
The franchise agreement, which will invariably be drawn up by the franchisor, 
will give the franchisor extensive control over how the franchisee runs his or her 
business. As in most situations the franchisee will have little bargaining strength, 
there exists the possibility that the franchisor will exploit this position to impose 
unfair terms on the franchisee. For this reason, the law of some countries seeks to 
protect franchisees from the worst forms of exploitation; for example, in the USA, the 
courts are prepared to use notions of good faith and commercial reasonableness to 
strike down grossly unfair terms in a franchise agreement. The International 
Franchise Association has produced a Code of Ethics. While not legally binding, it 
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provides franchisors who subscribe to its provisions with minimum standards of 
conduct to observe. In addition, the International Chamber of Commerce has 
produced a Model Franchising Contract, together with a detailed commentary. The 
parties to a franchise agreement can therefore base their relationship in whole or in 
part on the provisions of this contract. 
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INTRODUTION 
In the pursuit of profit, a company will seek to utilise its assets in the most 
efficient way possible. Tangible property such as buildings, machinery and 
equipment will play a vital role, but not necessarily the only one. A business may 
depend equally on other types of property, such as patents, trade marks, registered 
designs, design right, and copyright for success. The examples just given are 
collectively known as ‘intellectual property’. Intellectual property is a form of 
intangible property resulting from human creativity. It can be highly valuable and as 
such is vulnerable to unauthorised exploitation by persons other than its creator. The 
law therefore defines the rights attaching to the various forms of intellectual property 
and provides protection for those rights. Depending on the jurisdiction, the extent of 
the protection given and the effectiveness of the remedies available can vary. In some 
countries, the enforcement of intellectual property law is lax, providing opportunities 
for the unscrupulous to pirate or counterfeit everything from drugs to the latest 
Hollywood ‘blockbuster’. This said, however, there has been a significant degree of 
international co-operation over the years designed to harmonise certain aspects of 
intellectual property law and to establish between different countries mechanisms for 
the reciprocal protection of the rights granted by it. In the case of many forms of 
intellectual property, registration is required and the timing of this can be vital. 
Where two or more persons are vying for the same rights, the first to register will 
often secure the prize. An applicant wishing to apply for registration in several 
different countries will have to run a parallel race and runs the risk of being beaten to 
the line in one or more of the countries concerned. The problems associated with 
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competing applications have been lessened where countries have agreed between 
themselves to establish registration procedures recognising the filing date in one 
country as the same for an application made in another within a particular period of 
time. 
The vast majority of the world’s developed nations are members of one or 
more of the international conventions relating to intellectual property. A number of 
these are administered by the United Nations World Intellectual Property 
Organisation (WIPO). One of the most important and earliest conventions is the Paris 
Convention for the Protection of Industrial Property 1883, to which there are 
currently 169 signatories. It establishes basic principles for laws in individual 
countries, and reciprocal protection. It also establishes a priority system for the filing 
of intellectual property applications. Under this system, the first filing date for, say, a 
patent application in one convention country will be recognised as the filing date for 
an application made in any other convention country within a certain period. WIPO 
also administers the Berne Copyright Convention and the Madrid Agreement 
concerning the international registration of trade marks. 
Among the most important international initiative on intellectual property is the 
TRIPs agreement (Trade-Related Aspects of Intellectual Property), concluded on 15 
December 1993 during the Uruguay Round of the General Agreement on Tariffs and 
Trade (GATT). TRIPs is now administered by the World Trade Organisation (WTO), 
which succeeded the GATT on 1 January 1995. TRIPs came into being as a result of 
increasing alarm, particularly in the USA and European Union, over counterfeiting, 
piracy and other forms of intellectual property misuse. The agreement aims to create 
minimum standards for the protection and enforcement in all signatory states of the 
rights attaching to, amongst other things, trade marks, copyright and patents. Each 
country must protect the nationals of other contracting states by granting them the 
rights set out in the agreement and the degree of the protection given must be no less 
favourable than that given to their own nationals. 
 
1. Intellectual Property Law 
Intellectual property, very broadly, means the legal rights which result from 
intellectual activity in the industrial, scientific, literary and artistic fields. Countries 
have laws to protect intellectual property for two main reasons. One is to give 
statutory expression to the moral and economic rights of creators in their creations 
and the rights of the public in access to those creations. The second is to promote, as 
a deliberate act of Government policy, creativity and the dissemination and 
application of its results and to encourage fair trading which would contribute to 
economic and social development.  
Generally speaking, intellectual property law aims at safeguarding creators and 
other producers of intellectual goods and services by granting them certain time-
limited rights to control the use made of those productions. Those rights do not apply 
to the physical object in which the creation may be embodied but instead to the 
intellectual creation as such. Intellectual property is traditionally divided into two 
branches, “industrial property” and “copyright. 
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The Convention Establishing the World Intellectual Property Organization 
(WIPO), concluded in Stockholm on July 14, 1967 (Article 2(viii)) provides that 
“intellectual property shall include rights relating to:  
- literary, artistic and scientific works,  
- performances of performing artists, phonograms and broadcasts,  
- inventions in all fields of human endeavor,  
- scientific discoveries,  
- industrial designs,  
- trademarks, service marks and commercial names and designations,  
- protection against unfair competition,  
and all other rights resulting from intellectual activity in the industrial, 
scientific, literary or artistic fields.” 
 
2. The World Intellectual Property Organization (WIPO)  
History  
The World Intellectual Property Organization (WIPO) is one of the specialized 
agencies of the United Nations (UN) system of organizations. The “Convention 
Establishing the World Intellectual Property Organization” was signed at Stockholm 
in 1967 and entered into force in 1970. However, the origins of WIPO go back to 
1883 and 1886, with the adoption of the Paris Convention and the Berne Convention 
respectively. Both of these conventions provided for the establishment of 
international secretariats, and both were placed under the supervision of the Swiss 
Federal Government. The few officials who were needed to carry out the 
administration of the two conventions were located in Berne, Switzerland 
Mission and Activities  
The mission of WIPO is to promote through international cooperation the 
creation, dissemination, use and protection of works of the human mind for the 
economic, cultural and social progress of all mankind. Its effect is to contribute to a 
balance between the stimulation of creativity worldwide, by sufficiently protecting 
the moral and material interests of creators on the one hand, and providing access to 
the socio-economic and cultural benefits of such creativity worldwide on the other.  
WIPO’s place on the international scene has greatly changed since its 
beginnings, when it was created to serve as the secretariat of treaties concluded 
between States. Although WIPO has maintained this function (it currently 
administers 23 such treaties), together with the consequential one of promoting 
intergovernmental cooperation in the administration of intellectual property, its 
activities have not only expanded, but also greatly diversified.  
 
3. Fields of Intellectual Property Protection  
The law relating to intellectual property can be extremely complex and it is 
beyond the scope of this book to provide anything other than a general description of 
some of the various rights the law seeks to protect. Patents, copyright and trade marks 
are taken as examples. 
Patents 
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A person who has developed a drug which reverses the ageing process or has 
discovered a way to turn lead into gold may well wish to prevent others capitalising 
on his discovery by seeking a patent. A patent is a monopoly right granted by a state 
to an individual who has invented a product or a process. It gives the owner the 
exclusive right to exploit the invention for a certain period of time which, in the case 
of both the EU and the USA, is twenty years. Not every new idea is capable of being 
patented. Before a patent is granted the following basic requirements must be 
satisfied.  
A patent is a document, issued, upon application, by a government office (or a 
regional office acting for several countries), which describes an invention and creates 
a legal situation in which the patented invention can normally only be exploited 
(manufactured, used, sold, imported) with the authorization of the owner of the 
patent. “Invention” means a solution to a specific problem in the field of technology. 
An invention may relate to a product or a process. The protection conferred by the 
patent is limited in time (generally 20 years). 
Novelty 
The invention must be innovative. This means that it must not form part of the 
state of the art at the time when the initial application is made. The state of the art 
consists of all matter which has at any time before that date been made available to 
the public anywhere in the world. So, for example, the inventor of the ‘biro’ pen was 
refused a patent because he had previously had some pens made up and had 
distributed them among friends. 
Novelty is a fundamental requirement in any examination as to substance and 
is an undisputed condition of patentability.  It must be emphasized, however, that 
novelty is not something which can be proved or established;  only its absence can be 
proved. 
Inventive step 
The discovery must involve an inventive step which takes the science forward. 
If anyone could have come up with the idea, it will not be patentable; in other words, 
it must not be obvious. Of course, the context must be taken into account. Lowering a 
car’s fuel consumption by incorporating a ‘new’ method of introducing fuel into the 
carburettor may not be obvious to the average motorist, but may be blindingly so to 
an automotive engineer. The test is whether the product or process would have been 
obvious to someone having some knowledge of the technology or science relevant to 
the invention involved. The degree of skill or knowledge attributed to the ‘skilled 
technician’, as this person is sometimes referred to, will vary according to the 
circumstances. If the technology involved in the invention would only be 
comprehensible to someone with a doctorate in science, it will still fail the test if it 
would be obvious to other persons in the industry having those qualifications, even 
though not to someone having merely a GCSE. 
Industrial application 
The invention must be capable of industrial application. If it can’t be 
manufactured industrially or does not relate to an industrial process it will not be 
patentable. Therefore, ways of treating human beings or animals by, say, surgery or 
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therapeutic techniques will not be patented, although a drug for use in conjunction 
with such procedures, if it satisfied the other requirements, would be. 
Exclusions 
There are certain things which cannot be patented. Among these are natural 
phenomena, such as the effect of the moon on tidal movements, mathematical 
methods or scientific theories. Therefore, however ground-breaking Einstein’s theory 
of relativity may have been, E = mc2 would not have received a patent. 
 
4. Procedure for obtaining a patent 
In the EU the law relating to patents is, to a large extent, harmonised. A person 
wishing to apply for a patent in the EU must submit an application either to the 
national patent office of a Member State or to the European Patent Office in Munich 
designating the Member State(s) for which registration is sought. The date on which 
the application is submitted is known as the priority date and the duration of the 
patent is calculated from that date. The application should be in the prescribed form 
and filed in the prescribed manner, accompanied by the appropriate fee. The 
application must include a ‘specification’, a ‘claim’ or ‘claims’ and any drawings that 
are referred to. The application should also include an abstract. 
The specification is basically a description of the invention. It should be as full 
as possible, giving sufficient detail of how it is intended to work so that a ‘person 
skilled in the art’ could perform or make the invention. The claims should explain 
precisely what is novel about the invention and the subject matter which requires 
protection. The precision and clarity with which the claims are presented will be an 
important factor in any proceedings brought by the patentee for infringement. As they 
effectively ring-fence the patentee’s proprietary rights in the invention, a person 
accused of encroaching on these could exploit any laxity in their drafting in order to 
escape liability. The abstract should contain a full explanation of the technical aspects 
of the invention, the idea being to allow someone skilled in the particular field to see 
where it goes beyond what is already known. 
The documentation submitted will be subject to official examination to ensure 
that the legal requirements for patentability have been satisfied. This being the case, a 
patent will be granted and a notice to this effect published. 
A patent will, in general, be infringed by making, using or selling something in 
the state where the patent is registered without the owner’s consent. Where an 
infringement is established the owner may bring a civil action against the infringer. 
The remedies available include an injunction against further infringing activity, an 
account of profits earned from the unauthorised use and damages. 
 
5. Copyright law  
Copyright law is a branch of that part of the law which deals with the rights of 
intellectual creators.  Copyright law deals with particular forms of creativity, 
concerned primarily with mass communication.  It is concerned also with virtually all 
forms and methods of public communication, not only printed publications but also 
such matters as sound and television broadcasting, films for public exhibition in 
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cinemas, etc. and even computerized systems for the storage and retrieval of 
information.  
Copyright deals with the rights of intellectual creators in their creation.  Most 
works, for example books, paintings or drawings, exist only once they are embodied 
in a physical object.  But some of them exist without embodiment in a physical 
object.  For example music or poems are works even if they are not, or even before 
they are, written down by a musical notation or words.  
Copyright law, however, protects only the form of expression of ideas, not the 
ideas themselves.  The creativity protected by copyright law is creativity in the choice 
and arrangement of words, musical notes, colors, shapes and so on. Copyright law 
protects the owner of rights in artistic works against those who “copy”, that is to say 
those who take and use the form in which the original work was expressed by the 
author. 
Copyright is the protection given to the tangible output of a person’s creative 
effort. It covers things such as literary, dramatic and artistic works, musical 
compositions, films, television broadcasts, and computer programs. The copyright 
owner has the exclusive right to print, reproduce, sell and exhibit the protected 
material. Generally, copyright does not require registration. Copyright protection 
automatically arises when the original work is first placed in a tangible form of 
expression. Although the use of a copyright notice (©, Name, Date, All rights 
reserved) is not legally required, it can serve a useful purpose of alerting third parties 
to the fact that copyright protection exists and it will make it more difficult for 
someone to claim innocent infringement. Copyright lasts for the life of the creator 
and for a certain period thereafter which, in the case of both the EU and the USA, is 
generally seventy years. 
Infringement of copyright occurs where, without the consent of the owner, a 
person does one or more of the following: 
 copies the protected work or a substantial part of it; 
 issues copies of the work to the public; 
 rents or lends the work to the public; 
 performs, shows or plays the work in public; 
 broadcasts the work; or 
 makes an adaptation of the work. 
The growth of the Internet has expanded the terrain in which copyright 
infringement might occur. While the average ‘surfer’ might consider the downloading 
of material from the web a harmless exercise, the owner of the work involved might 
not share the same opinion. The music industry is becoming more aggressive in 
protecting its rights; for example, in the USA, the Record Industry Association of 
America has filed 1977 lawsuits against individuals illegally swapping music files 
over the Internet. In Europe, the International Federation of the Phonographic 
Industry has begun legal action against nearly 250 ‘pirates’ in Germany, Denmark 
and Italy who had been making music files available on the Internet for downloading. 
The commercial wisdom of pursuing members of one’s target market through the 
courts is debatable, but nevertheless the precedent for doing so has been firmly 
established. 
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A person who deals commercially with infringing copies of a protected work 
can also be liable, even though he or she did not make the original copy. However, it 
has to be shown that the person concerned had some knowledge or reasonable belief 
that an infringement was likely to be committed. Likewise, infringement will occur if 
a person in the course of his or her business uses anything which facilitates the 
copying of a protected work. A case illustrating the last point came before the 
American courts involving a company called Napster. Napster enabled Internet users 
to share MP3 music files with each other. The company was held to have vicariously 
infringed (permitted and profited from others infringing) and to have committed 
contributory infringement (knowingly causing third parties to infringe). 
Unlike patents, the exclusivity of copyright is subject to a number of 
exceptions. For example, limited copying by libraries and archives is usually 
permitted and in many jurisdictions the concept of fair dealing is recognised, whereby 
a person is allowed to make limited copies for private research and/or study or for the 
purposes of review or criticism. 
In some countries, such as the Member States of the EU, the author of a work 
can assert moral rights in connection with a protected work, even though he or she 
may no longer be the owner of the copyright in the work. For example, the authors of 
literary, dramatic, musical and artistic works have a right to be identified as such and 
to object to any derogatory treatment of the work. 
A person whose copyright has been infringed may bring a civil action against 
the infringer, claiming a variety of remedies including an injunction, the delivery up 
to the owner of any infringing articles, and damages. In addition, infringement 
occurring in the course of business and for commercial gain is, in many jurisdictions, 
a criminal offence for which the perpetrator could be prosecuted. 
Practically all national copyright laws provide for the protection of the 
following types of work:   
 literary works:  novels, short stories, poems, dramatic works and any 
other writings, irrespective of their content (fiction or non-fiction), length, purpose 
(amusement, education, information, advertisement, propaganda, etc.), form 
(handwritten, typed, printed;  book, pamphlet, single sheet, newspaper, magazine); 
whether published or unpublished; in most countries “oral works,” that is, works not 
reduced to writing, are also protected by the copyright law;   
 musical works:  whether serious or light;  songs, choruses, operas, 
musicals, operettas;  if for instructions, whether for one instrument (solos), a few 
instruments (sonatas, chamber music, etc.), or many (bands, orchestras);  
 artistic works:  whether two-dimensional (drawings, paintings, etchings, 
lithographs, etc.) or three-dimensional (sculptures, architectural works), irrespective 
of content (representational or abstract) and destination (“pure” art, for 
advertisement, etc.);  
 maps and technical drawings;  
 photographic works:  irrespective of the subject matter (portraits, 
landscapes, current events, etc.) and the purpose for which they are made;  
 motion pictures (“cinematographic works”): whether silent or with a 
soundtrack, and irrespective of their purpose (theatrical exhibition, television 
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broadcasting, etc.), their genre (film dramas, documentaries, newsreels, etc.), length, 
method employed (filming “live,” cartoons, etc.), or technical process used (pictures 
on transparent film, videotapes, DVDs, etc.).  
 computer programs (either as a literary work or independently).  
 Many copyright laws protect also “works of applied art” (artistic jewelry, 
lamps, wallpaper, furniture, etc.) and choreographic works.  Some regard phonograph 
records, tapes and broadcasts also as works.  
 
6. Trade marks 
A trade mark is basically any sign capable of being represented graphically 
which is capable of distinguishing goods or services of one trader from those of 
another. It can consist of words, designs, letters, numerals or the shape of goods or 
their packaging and, in some circumstances, sounds, colours and smells. To a 
company, a trade mark is a valuable asset. In the public’s mind’s eye, the use of a 
trade mark not only represents a guarantee of origin, but can create an impression of 
superior quality in comparison with the products of competitors. Rolex are able to 
charge more for their watches even though they may not necessarily be better than 
those produced by other manufacturers of quality watches. 
A company can protect a trade mark by registering it with the appropriate 
public authority in the country concerned. In the EU, it is possible to apply for the 
single registration of a Community Trade Mark which, if granted, will provide 
protection in all Member States. Obviously, there are rules governing what can and 
cannot be registered as a trade mark and these rules will differ according to the 
jurisdiction concerned. However, in the EU the law relating to trade marks has been 
harmonised and so the basic principles governing registrability will apply whichever 
Member State is involved. 
In the EU, in order to obtain registration, a trade mark must be capable of being 
represented graphically. This poses few problem when words, designs, letters or 
numerals are concerned. When a shape or packaging is involved, such as the Coca-
Cola bottle, a three-dimensional drawing will provide the graphic representation. 
Difficulties may occur when the trade mark consists of a sound, although a musical 
notation might suffice in appropriate circumstances. Colours and smells can prove 
more difficult, although a precise and unambiguous description of the trade mark 
might satisfy the requirement. For example, in an application for a Community Trade 
Mark, a company applied to register ‘the smell of freshly cut grass’ to tennis balls. In 
the opinion of the Second Board of Appeal of the Community Trade Marks office, 
the description encapsulated precisely what the mark was. As the Board observed, 
‘The smell of freshly cut grass is a distinct smell, which everyone recognises from 
experience. For many, the scent or fragrance of freshly cut grass reminds them of 
spring or summer, manicured lawns or playing fields, or other such pleasant 
experiences’. 
The trade mark must also be capable of distinguishing one trader’s products 
from those of another. A completely invented word, such as ‘Microsoft’, will have a 
distinctive character, but problems can occur where a word is regarded as descriptive 
of the product itself rather than indicative of its origin. In an English case, a 
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manufacturer of pet food applied to register ‘Pussikin’ as a trade mark for cat food. 
The court considered it to be directly descriptive of cat food and as such was 
incapable of distinguishing the applicant’s product from that produced by other 
manufacturers of pet food. The test seems to involve asking whether other traders in 
good faith might legitimately wish to use the word and if the answer is ‘yes’, it will 
be refused registration. In another case, Unilever attempted to register the red stripe 
in its toothpaste as a trademark. The stripe contained the fluoride which was added as 
a mouthwash. Apparently, red was one of the few colours in which fluoride could be 
incorporated into toothpaste. Allowing it to be registered as a trade mark would 
prevent other toothpaste manufacturers using the colour, something the court 
regarded as unfair. 
A trade mark will not be registered if it consists exclusively of signs or 
indications of quality, quantity, intended purpose, value or geographical origin. 
Words such as ‘deluxe’, ‘giant’, ‘mega’ and so forth would appear to come within 
this category. In one case, the word ‘perfection’ was rejected as a trade mark because  
it was  descriptive  and  laudatory.  As regards place names, an English company 
called York Trailer Holdings applied to register a trade mark which consisted of the 
word ‘YORK’ in white capital letters on a black background with a maple leaf drawn 
inside the letter ‘O’. In the court’s view, the mark lacked distinctiveness and therefore 
was refused registration. Neither will a mark be registered if it consists of a word or 
words which have become customary in a particular trade. A case illustrating this 
involved the word ‘Treat’, which the applicants wished to apply to a syrup produced 
by them for pouring over ice-cream and desserts. One of the reasons for the court 
rejecting the word was that it had become customary in the current language of the 
trade, or as the judge put it: ‘Lots of people use “Treat” in advertisements and on 
goods.’ Despite what has just been said, a mark will be registered if it can be shown 
that it has, in fact, developed distinctiveness in the public’s mind’s eye through use. 
This possibility was introduced by the European harmonising legislation. The York 
Trailer case mentioned above was decided under the English trade mark law existing 
at the time. Had it arisen today, in all probability it would have been registered 
because there was evidence that the mark, through use, had become distinctive of the 
applicant’s products. 
Registration of a trade mark gives the owner the exclusive right to use the mark 
in the country concerned in connection with the goods or services for which it is 
registered. Only the owner of a registered mark can apply the symbol®. The use of 
this in connection with unregistered marks is a criminal offence. An infringement will 
occur if any other person without the owner’s consent uses the same mark in relation 
to identical goods or services. ‘Use’ means affixing it to goods or their packaging, 
offering goods or services for sale under the mark, importing or exporting goods 
under the mark, and using the mark on business documentation or advertising. If 
there is a likelihood of public confusion, using the same mark in relation to similar 
goods or services or a similar mark in relation to identical or similar goods or services 
will also amount to an infringement. From what has just been said, it might be 
thought that using the same or a similar mark but in relation to different goods or 
services would be permissible. However, this is not necessarily so. An infringement 
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will still occur in these circumstances if the registered mark has developed a 
reputation and the use of the competing mark would be taking unfair advantage of 
this or would otherwise be detrimental to the distinctive character of the mark. 
Therefore, a fast-food outlet selling ‘Rolls Royce’ beef burgers might well incur the 
wrath of the car manufacturer. 
Remedies for infringement include an injunction, damages, an account of 
profits and delivery up of infringing articles. As in the case of copyright, there are a 
number of criminal offences which apply to trade mark infringement. They are 
principally aimed at those persons who make a profit from deliberately selling 
counterfeit goods. 
The principles dealt with above relate to registered trade marks. However, in 
many jurisdictions, protection can exist for unregistered marks. This could occur 
where a trader has operated under a mark for a period of time and as a result has built 
up a reputation in the mark. Although it might lack the distinctiveness required for 
registered marks or for some other reason be unregistrable, the law will intervene to 
prevent some other trader unfairly exploiting the goodwill and reputation engendered 
in the mark in a way that is misleading to the public. In common law jurisdictions, 
protection exists in the tort of passing off. 
To succeed in an action for passing off, the claimant must establish the 
following: 
 that there is a goodwill or reputation attached to his goods or services; 
 that there has been a misrepresentation by the defendant, whether or not 
intentional, leading or likely to lead the public to believe that the goods 
or services offered by him are those of the claimant; 
 that, as a result of the misrepresentation, loss has been suffered. 
A misrepresentation can take various forms - for instance, using the claimant’s 
mark or the get-up of the claimant’s product, or using the design or shape of the 
claimant’s product. In 1990, a dispute over a plastic lemon gave the House of Lords 
food for thought in a famous English case. The claimant produced lemon juice and 
sold it in yellow, lemon-shaped containers under the name of ‘Jif. The defendant sold 
lemon juice in a container which was similar but not identical in that it was bigger, 
and had a green top and flat side. Nevertheless, the ‘get-up’ of the defendant’s 
container was deceptively similar to that of the claimant’s and as a result the 
defendant was restrained from continuing to use it. 
The misrepresentation can relate to matters such as the quality of the goods. 
For instance, a manufacturer of ‘Orb’ footballs successfully prevented another 
company selling footballs under that name, but which were of an inferior quality 
Alternatively, there might be a misrepresentation of the product’s origin, as in the 
case of a company producing ‘Spanish champagne’. The claimant, a leading producer 
of the genuine article, argued that the public associated the word ‘champagne’ with 
the wine produced in a particular region of France, and as such its use in relation to 
products not originating from there was damaging to its established reputation. The 
court agreed and the claimant succeeded in its action for passing off. Even copying 
another company’s advertising theme may provoke a successful challenge if it can be 
proved that the public are misled. In a case originating from Australia, a company 
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marketed an orange drink under the name of ‘Solo’. It was sold in cans bearing a 
medallion. The launch of ‘Solo’ was accompanied by an extensive advertising 
campaign which conjured up nostalgic images of times gone by and, in particular, 
‘rugged masculine endeavour’. The product, to the surprise of many, sold well. The 
defendant, realising that the Australian male was not averse to drinking orange 
squash despite his normal reputation, started producing ‘Pub Squash’. This was sold 
in cans similar to those used for Solo and the accompanying advertising campaign 
adopted a similar theme. Although the defendant admitted that it had taken advantage 
of the claimant’s advertising campaign, there was no evidence that the public had 
been misled into believing that Pub Squash was the claimant’s product and so the 
action for passing off failed. 
As the case just mentioned shows, an essential requirement for a passing off 
action is that evidence must be produced that the public have been or are likely to be 
misled. The British Communist Party failed to establish this fact when attempting to 
protect the title of its weekly newspaper, the Morning Star The defendants published 
a tabloid newspaper called the Daily Star which was sold to the general public 
through newsagents. In the case which followed, the court examined the two papers 
side by side and, in the memorable words of the judge, came to the conclusion that 
‘only a moron in a hurry’ would confuse the two! 
If the claimant can show that, as a result of the defendant’s misrepresentation, 
he has suffered loss, he will be entitled to a remedy. This might take the form of an 
injunction to prevent further loss and an award of damages to compensate for loss 
which has, in fact, occurred. 
 
7. Brand laws 
In particular, most businesses invest a lot of time and money in creating a 
brand which will appeal to consumers and set its products or services apart from 
competitors. For this reason, a business will not want anyone else pretending to be 
associated with it and piggy-backing on its reputation. 
The brand of a business is an example of intellectual property, and can be one 
of the most valuable assets of the on-line business. As an example, when the 
infamous boo.com went into liquidation, the most sought after assets of the business 
were the domain name and trade marks; in other words, the boo.com brand. It is 
therefore important to a business to secure the rights in its brand. 
Most states have brand laws. These statutes and (sometimes) administrative 
regulations establish brand registration systems. These systems require the 
registration of brands with county or state officials to avoid duplication of brands or 
brands that are confusingly alike. 
Brand laws also specify where on the horse, cow or other livestock the brands 
can be placed. Typically, they also specify that the existence of a registered brand on 
an animal is proof (subject to rebuttal by evidence) that the animal belongs to the 
person in whose name the brand is registered. Finally, brand laws frequently provide 
that sale of any branded animal must be accompanied by a written bill of sale. 
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In addition, brand laws often establish a system of brand inspections when 
livestock are sold at public auction, imported into a state or moved intra-state. Brand 
inspectors are commissioned to examine livestock to search for stolen animals. 
Choosing a brand 
Before settling on a brand, you should carry out some research to ensure that 
no one else is already using the proposed brand. Searching through an internet search 
engine and on the Companies House web site will be a good starting point to 
determine whether another business is trading under the name or using the brand. 
Protecting your own rights is important, but it is equally important to ensure 
that you do not infringe the rights of other people. You should therefore check that 
someone has not already registered your chosen brand name as a trade mark. A basic 
search can be carried out on the Intellectual Property Office (IPO) web site, or Trade 
Mark Agents can carry out a more detailed trade mark clearance search for you. 
A combination of the above searches will be the most useful approach: the 
trade mark clearance search will identify whether the same or a similar brand has 
already been registered, whilst the internet searches may identify unregistered trade 
marks which are being used by other companies. 
Establishing and protecting a brand 
The strongest form of protection for a brand is a registered trade mark. 
Basically, trade marks identify the products or services of traders, to enable 
consumers to distinguish between the products and services of different traders. You 
will often see a brand with the letters 'TM' after it; this is to identify a trade mark of 
the business. There is nothing to stop you putting 'TM' after your business name or 
brand, to show that you are asserting rights in it as a trade mark. However, the 
symbol ® denotes a registered trade mark and it is an offence to use this symbol with 
a trade mark which has not been registered. 
If a trade mark is registered, special rules apply which simplify the way in 
which it can be protected. Unregistered trade marks can also be protected, however, it 
is much cheaper and easier for a business to enforce its rights in a registered trade 
mark than in an unregistered trade mark. For this reason, businesses should consider 
obtaining registered trade marks to protect their brands. Most countries have their 
own systems for trade mark protection and registration. There are also European and 
international systems of protection (see below). 
European protection 
Many businesses trading on the internet will be keen to protect their brands on 
a European level. The Community Trade Mark (CTM) gives brand protection 
throughout the countries of the European Union. A CTM will only be granted if there 
is no third party opposition based upon pre-existing national rights in any member 
state. Where the application is successful, the CTM application can be converted into 
a series of conventional national trade marks in the countries in which there are no 
objections. The CTM provides a cost-effective way of providing protection in a 
number of European countries, but anyone considering applying for a CTM should be 
aware that it takes a long time to obtain, usually between and 18 months. 
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International protection 
The Madrid Protocol system may also be of interest to businesses trading on 
the internet, as it provides an international system of protection. The Madrid system 
applies amongst those countries which are signatories to the Madrid Protocol, and an 
application under this system is only available to those who are nationals of or are 
domiciled in one of the countries covered by the Protocol. It has been embraced by 
over 70 countries, including China, Japan, Russia and the US. The European 
Community as whole only became a member on 1st October 2004, although most of 
the countries had been individual members prior to that. The Madrid system allows 
an applicant who has filed a home application to make a further application covering 
one or more of the Protocol countries based on the home application. The national 
trade mark Registries of the countries of interest have a period of 12 or 18 months 
(depending on the country) in which to raise objections to the granting of the 
international registration covering their territory. Applications under this system tend 
to be cheaper than making individual applications in each country of interest. 
The Paris Convention and the WTO Agreement provide further benefits. Under 
these international Conventions, you can file a trade mark application in the UK and 
then have six-months within which to apply for the same trade mark abroad and rely 
on the UK filing date. This means that the foreign application is effectively back-
dated to your UK application, giving you priority over anyone who has applied to 
register the mark during that time. It also allows a business to spread out the costs of 
trade mark registration. 
If you have foreign registrations, watch out for bogus letters from organisations 
inviting you to register in "official" registers or publications in return for payment of 
an annual subscription. A number of warnings have been issued by the UK 
Intellectual Property Office and World Intellectual Property Organization (WIPO) 
about such companies. 
Passing off 
If a business does not have a registered trade mark or is unable to obtain a 
registered trade mark (e.g. if the name is too descriptive to qualify for trade mark 
registration) the law of passing off may protect a brand. It is a law which aims to 
protect both consumers and other businesses from the effect of confusion on their 
goodwill in trade. 
Passing off will only protect a brand if the owner of the brand can demonstrate 
that: 
 it has established goodwill and reputation in the brand; 
 that another undertaking is using a brand which is similar to or the same 
as the owner's brand; 
 that, by doing so, it may cause the public to be confused into thinking 
that it is associated with the business of the owner of the brand; and 
 that it causes actual damage to the business or goodwill of the brand 
owner. 
It is generally not very easy to prove passing off, particularly because anyone 
bringing a passing off action usually has to gather together survey evidence to 
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demonstrate the possibility of confusion or actual confusion. It can be very difficult 
to obtain survey evidence and it is usually very expensive to do so. 
Registered Design Rights 
A further way to protect your brand is through registered design rights. 
Registering your product design gives you a monopoly in it and allows you to stop 
others from making, selling or using a product which incorporates your design or to 
which your design has been applied. 
As with trade mark rights, registered design rights can be used to protect a 2D 
image. However, registering the image as a design will give you a monopoly in the 
application of the image to products, whereas a registered trade mark will only give 
you a monopoly in respect of the same or a similar mark in respect of the same or 
similar goods and services. For this reason, some businesses have chosen to register 
their logo for both trade mark and design right protection, as a further layer of brand 
protection. As an example, easyGroup has registered "easy.com" as a trade mark and 
has also registered its orange and white "easy.com" logo as a registered design for use 
with clothing and travel goods amongst other things. 
In order to qualify for registration, the design must: 
 be new; and 
 have individual character, which means that the overall impression of the 
design must differ from previous designs. 
One advantage of trade mark registration is that the registration can last 
indefinitely, whereas registered design rights can only last for a maximum of 25 
years. 
On-going Protection 
Creating and registering a brand is not the end of the story when it comes to 
brand protection, and you will have to continue to protect your rights in both your 
registered and unregistered brands. If you are an organisation, someone should be 
given responsibility for renewing all trade name and domain name registrations, so 
that these are not allowed to lapse and are potentially lost. You should also ensure 
that your brands are used consistently, in order to enforce them in the mind of 
consumers and to build up your rights in unregistered trade marks. This may involve 
raising internal awareness and producing brand guidelines to let people know how the 
brands should be used, e.g. should a trade mark be a particular size, font and colour, 
and should the ® or ™ symbol be used? 
It should also be remembered that rights can be acquired and lost under 
contract. If you are intending to allow other companies to use your name or trade 
marks, your rights should be properly protected in a licensing agreement. If you are 
commissioning an external agency to create any branding for you, you must ensure 
that all of the rights are transferred to you in writing, to allow you to fully exploit the 
brand.  
As well as protecting existing rights, a business needs to ensure that intellectual 
property rights are being identified at an early stage, to allow a decision to be taken 
on whether these can and should be protected by registration. 
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8. Brand Valuation  
Brand valuation is the process used to calculate the value of brands. 
Historically, most of a company’s value was in tangible assets such as property, 
stock, machinery or land. This has now changed and the majority of most company’s 
value is in intangible assets, such as their brand name or names. 
The value of brand has been recognised for over a hundred years. John Stuart, 
Chairman of Quaker said in about 1900, "If this business were split up, I would give 
you the land and bricks and mortar, and I would take the brands and trade marks, and 
I would fair better than you." However, techniques to quantify brand value have 
become more sophisticated with the advent of computerised software such as Excel 
in the mid 1980s. Brand valuations hit the financial headlines when they were tabled 
to defend Rank Hovis McDougall (RHM) from a hostile takeover from Goodman 
Fielder Wattie (GFW). 
 Since 1988, brand valuation methods have improved and consolidated, this 
was due to their acceptance in 2005 under International Financial Reporting 
Standards (IFRS). IFRS stated that, for the first time brands and other acquired 
intangible assets could be reported on a company’s balance sheet. The past 20 years 
have witnessed a dramatic shift in the sources of value creation from tangible assets 
(such as property, plant, equipment and inventory) to intangible assets (such as 
skilled employees, patents, business systems and brands). This is reflected in the 
growing divergence between the net asset value of companies and their market 
capitalisation.  
There are a number of recognised methods for valuing trademarks or brands as 
defined here. We can look at historic costs – what did it cost to create? In the case of 
a brand one can look at what it costs to design, register, and promote the trademarks 
and associated rights. Alternatively, one can address what they might cost to replace. 
Both the historic cost method and the replacement cost method are subjective but we 
are often asked to value this way  because courts may want to know what a brand 
might cost to create. It is also possible to consider market value, though frequently 
there is no market value for intangibles, particularly trademarks and brands. First 
there is the price premium or gross margin approach that considers price premiums or 
superior margins versus a generic business as the metric for quantifying the value that 
the brand contributes. However, the rise of private label means that it is often hard to 
identify a generic against which the price or margin differential should be measured. 
Ten years ago Interbrand conducted the first ever brand valuation for Rank 
Hovis McDougal. This exercise succeeded in putting the worth of the companys 
brands as a figure on the balance sheet. RHMs management wanted this information 
to fight a hostile takeover bid. With the brand value information, the RHM board was 
able to go back to investors and argue that the bid was too low, and eventually repel 
it.  
Brands are valued for many different reasons, such as for legal disputes, 
strategic management, internal communications, business management, brand 
securitisation and M&A. Brand valuation models follow standard guidelines. Models 
for valuing brands follow the same principles of valuation that are used for valuing 
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other tangible assets – economic income approach, market approach and cost 
approach. 
 The term brand value can often confuse. Brand value in some contexts can 
mean the financial value of a brand – its actual value. In other circumstances brand 
value means one of the intangible measures that contribute to the brand’s financial 
value. Such brand value attributes can include brand awareness, familiarity, 
relevance, heritage or understanding. These brand values all contribute towards the 
financial value of the brand.  
An important part of valuing brands is identifying what these values are that 
drive the brand’s financial value. One could collate an exhaustive list of values but 
the shorter the list of brand values the easier it is to monitor and manage. The second 
step when using these brand values to value brands is to calculate how important each 
one is for the particular brand. For instance, whilst awareness is clearly an important 
brand value measure, without consumer understanding of what your brand stands for 
it is wasted. Market research is carried out within defined market segments to 
determine what brand values are most important to the brand’s customers.  
 
Why are brands valued? 
 There are many reasons to put brand in a balance sheet. The advantage of 
brand valuation is that it is extremely comprehensive and uses proven statistical 
techniques to reach its conclusions. Some other main advantages are mentioned here:  
The inclusion of brand value in balance sheet gives a better picture of the 
company as having good assets and good brand value.  
At the same time apparent return on assets (without inclusion of brands) will be 
brought down to more realistic figures.  
In many of the takeovers, goodwill element in the price of the net assets has 
been increasing. Sometimes the price paid for goodwill is greater than the acquiring 
company’s net worth with the result that the consolidated accounts show negative 
shareholders equity. This looks preposterous. Some of the companies have reassessed 
the assets acquired in take overs and reclassified the goodwill as brands. 
 Company’s brand management will certainly be sharpened up (e.g. brand P&L 
accounts) 
 The Company’s debt equity ratio is improved i.e. it reduces the gearing ratio and 
so increases the Company’s borrowing capacity.  
 It particularly helps service sector companies where there are low assets levels, 
but strong cash flow and customer bases.  
 The company is more expensive to acquire which may deter hostile bids.  
 The asset value does not come down as long as it is maintained by proper 
promotional and advertising efforts. There is no depreciation and thus no impact 
on P&L.  
 The goodwill arising from an acquisition can be reduced. 
 Recognising the value of brands separately at the time of acquisition reduces the 
amount of goodwill that must be written off either directly to reserves or by 
amortisation over a number of years. Immediate write off has detrimental effect 
on consolidated reserves and confuses the real value of acquisition of the 
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business whereas amortisation has a continuous adverse and unrealistic effect on 
future profits. 
 It helps better comparison between companies operating in similar markets, or 
between companies with varying mixes of acquired and home grown brands. 
 Many creditors have found in an insolvency situation that some current assets 
such as inventory are relatively worthless even though classified as current asset. 
Also, we cannot recover goodwill but brands can be transferred and can be 
converted into cash. 
 For the businessmen brands are often the most important competitive advantage. 
It is the success or failure of brands that so often determines the manager’s 
success or failure. This concept will be translated into reality if brands are 
included in the balance sheet.  
 
Methods used to measure brand value 
 
The different methods used to measure the brand value are as follows: 
 
1. Price premia model. In the price premia method, the ability of a brand to 
charge a premium over an unbranded or generic equivalent can be tracked. The major 
advantage of this approach is that it is transparent and easy to understand. It is 
possible to determine the market share for a given product at a given price level. The 
relationship between brand equity and price is easily explained. For a brand, the 
model gives the percentage of premium it can charge its consumers over the generic 
substitutes. The brands can even compare their value of the brand vis-à-vis 
competition.  
2. Book to market model embraces the intangible asset that the company 
possesses as Brand Value, is calculated by deducting Market Value of company with 
the Book Value. In this method the book value of the company is deducted from its 
market capitalisation, to arrive at the value of the intangible asset, i.e. the brand. For 
most of the century, tangible assets were regarded as the main source of business 
value. These included manufacturing assets, land and buildings or financial assets 
such as receivables and investments. They would be valued at cost or outstanding 
value as shown in the balance sheet. Categories of Intangible asset that support the 
superior market performance of business are: 
 Knowledge Intangibles: For example patents, software, recipes, specific know 
how, including manufacturing and operating guides and manuals, product 
research etc 
 Business Process Intangibles: These include unique ways of organizing the 
business including business models, technology, R&D, patents, flexible 
manufacturing techniques etc. 
 Brand and Relationship intangibles: These includes trade names, trademarks and 
trade symbols, domain name, design rights, logotypes, associated Goodwill 
general predisposition of individuals to do business with brands are included.  
 Market position intangibles: For example, retail listings and contracts, 
distribution rights, licenses such as landing slots, production or import quotas, 
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third generation telecom licenses, government permits and authorizations and raw 
materials sourcing contracts. 
3.Discounted cash flow method. In this method, the cash flows are estimated 
and discounted to come at the Present Value of the firm. The discounted cash flow 
(or DCF) approach describes a method of valuing a project, company, or asset using 
the concepts of the time value of money. All future cash flows are estimated and 
discounted to give them a present value. Discounted cash flow method helps us at 
arriving at the present value of the future cash flows. From the DCF method we have 
tried to arrive at the present value of Sony and from the present value of the company 
we will attribute a share to brand value, which will be the earnings from the brand 
value and derive the brand value of Sony. 
 
Rationale for choosing the above methods: 
 
1. Book to market 
The reason for choosing this method is that Sony is company which has been 
into existence for a long period now. The market is well aware of its policies, 
strategies and the overall trend that the company’s growth history has shown. 
Therefore, the market has got Sony figured out very well and therefore, it will value 
Sony very close to what its true or correct value should be.  
2. Price Premia 
The reason for choosing this method originated from the previous two phases 
of the project. It was seen that Sony is known to charge a high premium for its 
products and is justified by doing so by giving an equally quality product. Therefore, 
we could not ignore this factor and decided to use this method. 
3. Capital Market-Oriented Brand Valuation Model 
This model is defined as the present value of all future earnings attributable 
solely tobranding. Thus, from a financial markets perspective, brand value can be 
calculated from a company’s stock market capitalization or market value. But, this 
valuation method can beuseful only for stock exchange-listed companies as the model 
is based on the idea that thestock price of a company will perform to reflect the future 
potential, its brands provide.In the case of a single-brand company, brand value will 
there fore consist the company’s capitalized or realized market value. 
4. Discounted Cash Flow 
The reason for choosing this method is it takes into account the cash flows 
which will be generated in the future and it was extremely important to calculate 
Sony’s brand value using this method as it is a technology driven brand and therefore 
is exposed to a high risk of obsolescence. This means its duration of cash flows from 
a particular brand/product category is likely to be shorter. We have factored in this 
particular point. 
 
Book to Market: METHODOLOGY  
To find out the Brand Value of Sony as per Book to Market Method, we 
calculated the BOOK VALUE andthe MARKET CAPITALIZATION of the 
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company. Book Value was found out by adding up the Reserves& Surplus to the 
Equity Capital of Sony for the year 2010-11. 
 
Book Value = Equity + Reserves & Surplus 
 
Thereafter, we calculated the Market Capitalization of Sony by multiplying the 
Total Number of SharesIssued to the average share price of Sony over the last year.  
 
Market Capitalization = Number of Shares Issued * Average Share Price 
 
The Calculation is done in Excel in the Book Value sheet. 
 
 
 
Brand Value of SONY is ¥ 4, 50,43,79,63,600.00 
 
Price Premia Model  
In the price premium method, the ability of a brand to charge a premium over 
an unbranded or genericequivalent can be tracked. Transparency and easy to 
comprehend are some of the main advantages of thismethod. It is possible to 
determine the market share for a given product at a given price level. Therelationship 
between brand equity and price is easily explained. For a brand, the model gives 
thepercentage of premium it can charge its consumers over generic substitutes. The 
brands can even comparetheir value of the brand vis-à-vis competition. 
Limitations of Price Premia Model 
The disadvantages are where a branded product does not command a price 
premium; the benefit arises onthe cost and market share dimensions. The model may 
bear little evidence to economic reality or serveother useful purpose. This method is 
flawed because there are generic equivalents to which the premiumprice of a branded 
product can be compared. The price difference between a brand and competing 
productscan be an indicator of its strength, but it does not represent the only and most 
important value contributiona brand makes to the underlying business. 
Objective: 
To measure the brand value of Sony using Price premia model. 
Methodology: 
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A sample size of 20 was taken for evaluation. The respondents were asked to 
state the price which they arewilling to pay for an unbranded LCD, Digital camera, 
Music system and laptop. Thereafter, they wereasked to quote an amount which they 
are willing to pay for an LCD, digital camera, music system andlaptop if a brand 
name is attached to it. The brands we chose as competitors of Sony are Samsung, 
Philips,and LG for the category of LCD and Music system. We chose Nikon and 
Canon as competitors of Sony inthe category of digital cameras and HP, Dell and 
Acer in the category of laptops. The difference betweenthe amount which a consumer 
is willing to pay for a branded product and an unbranded product is the pricepremium 
which a brand commands. 
The weightages assigned to each product category was based on the revenue 
generated by them whosesource was the company website. The site showed a break 
up of all the product categories Sony was intobut we have ignored a few of them and 
then raised the ones we wanted to a sum total of hundred byproportionately 
increasing their percentage figures. 
 
LCD Unbranded  Samsung LG Philips Sony 
Average Price 15 25.12 23.41 22.225 30.995 
Premium (%)  67.47% 56.07% 48.17% 106.63% 
No of buyer 0 7 3 2 15 
 
Music System Unbranded Sony Philips LG Samsung 
Average Price 5.9 18.675 14.65 13.265 14.525 
Premium (%)  216.53% 148.31% 124.83% 146.19% 
No of buyer 0  12 6 3 1 
 
Camera Unbranded Sony Nikon Canon Samsung 
Average Price 2.855 11.505 10.24 10.875 7.84 
Premium (%)  302.98% 258.67% 280.91% 174.61% 
No of buyer 0  7 9 6 3 
 
Laptop Unbranded Vaio HP Dell Acer 
Average Price 14.375 36.145 33.6 37.17 27.095 
Premium (%)  151.44% 133.74% 158.57% 88.49% 
No of buyer 0    5 4 14 3 
 
Data Analysis and interpretation 
 
LCD- Sony’s range of LCD television is a strong player in the market for 
LCDs. Out of the 20 respondents, 15 were willing to buy Sony LCD TV. Samsung 
comes second to Sony with 7 respondents who werewilling to buy a Samsung LCD. 
The average price a consumer is willing to pay for an unbranded LCD isRs 15,000. 
Sony charges a premium of 106.63% over an unbranded LCD. Hence, it can be 
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inferred thatmost of the consumers are willing to buy a Sony LCD and pay a 
premium for it too. 
 
Music system- Sony is a strong player even in the category of Music systems. 
Out of 20 respondents, 12 are willing to buy music system by Sony. Next to Sony 
comes Philips. 6 respondents were willing to buythe Philips music system. A 
consumer is willing to pay an average price of Rs 5, 900 for an unbrandedmusic 
system. Sony charges a premium of 216.53% over an unbranded music system. There 
is a close fightbetween Philips (148.31%) and Samsung (146.19%) when it comes to 
charging a premium. Although, only 1 out of 20 consumers would purchase a 
Samsung music system, consumers have a good perception aboutthe brand and hence 
the premium.  
 
Digital camera- Sony is leading in the category of digital cameras when it 
comes to charging a premium.But when it comes to purchasing a digital camera, 9 
out of 20 respondents said they are willing to buy aNikon digital camera. Here again 
there is a close call between Nikon and Canon when it comes to charginga premium. 
Canon is charging a premium of 280.91% over an unbranded digital camera but only 
6 out of 20 consumers are willing to buy it. Hence, it is perception about the brand 
that allows it to charge apremium. Sony because of its brand name charges the 
highest premium of 302.98% over an unbrandeddigital camera. 
 
Laptops- In the category of laptops, Dell stole the thunder with 14 out of 20 
respondents willing to buy aDell laptop and even pay a premium of 158.57% over an 
unbranded laptop. Vaio comes second to Delllaptops. Hence, when it comes to laptop 
it is Dell which has captured the market and consumers are evenwilling to pay a 
premium to purchase a Dell laptop. 
 
 
  
Brand value of SONY is ¥38, 05,95,50,86,529.11 
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Capital Market-Oriented Brand Valuation Model 
This model is defined as the present value of all future earnings attributable 
solely tobranding. Thus, from a financial markets perspective, brand value can be 
calculated from a company’s stock market capitalization or market value. But, this 
valuation method can beuseful only for stock exchange-listed companies as the model 
is based on the idea that thestock price of a company will perform to reflect the future 
potential, its brands provide.In the case of a single-brand company, brand value will 
there fore consist the company’s capitalized or realized market value. Brand value of 
a company can be calculated by usingsimple formula: 
 
Brand Value = (stock price x number of shares)  – (tangible assets + all 
remaining intangibleassets) 
 
Capital Market Oriented Brand Valuation Model (All Data is as On 31.12.2008) 
No of shares 182679012 
CMP € 6.81 
Market Cap(A) € 1,24,40,44,071.72 
Intangibles as on 31.12.2008  
Industrial patents € 26,02,000.00 
Concessions, licenses, trademarks and 
similar rights 
€ 1,71,89,000.00 
Other €4,03,51,000.00 
Total Intangibles(B)  
Tangible assets as on 31.12.2008  
Land and Buildings € 73,83,10,000.00 
Plant, Machinery and equipment € 9,38,57,000.00 
Furniture fittings and Electronic devices € 6,73,82,000.00 
Vehicles and aircraft € 2,37,24,000.00 
Assets Under construction and advances € 7,14,00,000.00 
Leased assets € 48,52,000.00 
Leasehold improvements € 4,94,97,000.00 
Total Tangibles Asset(D) € 1,04,90,22,000.00  
Brand Value{A-(B+D)} € 13,48,80,072 
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Population City Population  City 
2.868.702 Kyiv 117.857 Nikopol 
1.451.132 Kharkiv 115.942 Uzhhorod 
1.017.022 Odessa 110.474 Alchevsk 
995.511 Dnipropetrovsk 109.739 Pavlograd 
965.828 Donets'k 105.600 Theodosius 
766.268 Zaporozhye 103.493 Donetsk 
758.375 Lviv 103.226 Khartsyzk 
654.893 Krivoy Rog 103.130 Krasnodon 
494.922 Nikolaev 102.253 Kamenetz-Pod 
480.406 Mariupol 98.880 Brovary 
463.287 Lugansk 98.684 Drogobic 
389.879 Makiyivka 97.680 Sverdlovsk 
385.870 Sevastopol 92.348 Alexandria 
372.116 Vinnitsa 91.353 Stakhanov 
363.341 Simferopol   
335.879 Kherson   
295.950 Poltava   
295.703 Chernigov   
285.989 Cherkasy   
274.694 Gorlivka   
270.922 Zhitomir   
266.096 Khmelnitsky   
262.129 Chernivtsi   
248.440 Dneprodzerz.   
245.591 Ivano-Frankivsk   
241.985 Kirovograd   
225.828 Kremenchug   
217.110 Ternopil   
216.076 Luck   
196.242 Kramators'k   
156.889 Melitopol   
144.300 Kerch   
141.623 Yalta   
136.883 Slovyansk   
127.669 Enakieve   
123.452 Evpatoria   
119.308 Severodonetsk   
118.762 Lysychansk   
118.632 Berdyansk   
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Standard fees levied for emissions main pollutants from stationary sources 
1/1 
Name of pollutant Standard fees, USD / t 
Nitrogen oxides  
Ammonia  
Sulphurous anhydride  
Acetone  
Benzo (e) pyrene  
Butyl acetate  
Vanadium pentoxide  
Hydrogen chloride  
Carbon monoxide  
Hydrocarbons  
The gaseous fluoride compounds  
Solids  
Cadmium compounds 
Manganese and its compounds  
Nickel and its compounds  
Ozone  
Mercury and its compounds  
Lead and its compounds  
Hydrogen sulfide  
Carbon disulfide  
N-butyl alcohol  
Styrene  
Phenol  
Formaldehyde  
Chromium and its compounds  
leaded gasoline  
diesel fuel  
compressed natural gas 
80 
15 
80 
30 
101,807 
18 
300 
3 
3 
4.5 
198 
3 
633 
633 
3225 
80 
3390 
3390 
257 
167 
80 
584 
363 
198 
2147 
22.66 
17 
11,32 
 
Standard fees levied for emissions  pollutants from stationary sources contamination 
depending on the class of danger 
Table 1.2 
Class of danger Standard fees USD / tons 
I  
II 
III 
IV 
572 
131 
19,5 
4,5 
CORRECTION COEFFICIENT 
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 Factor, which is set according to the   number of inhabitants of the settlement 
 Table 2.1 
Population Ratio 
By 100 1 
100.1 - 250 1 1.2 
250.1 - 500 1.35 
500.1 - 1000 1.55 
over 1000 1.8 
 
 Factor, which is set according to the national economic importance of settlement 
Table 2.2 
Type of  location Rate  
Organizational-economic and cultural-
domestic  centers of local importance 
with advantage agro-industrial functions 
(regional centers, cities regional 
importance, towns and villages) 
1 
Multifunctional centers, with prevalence 
industrial and transport functions 
(Republican* and regional centers, cities 
of the state, republican*, regional 
significance)** 
1.25 
Municipalities assigned to resort 1.65 
  * Autonomous Republic of Crimea 
  ** If a settlement at the same time has commercial value and assigned to the resort, 
the coefficient is 1.65 
 
 
 
 
 
 
 
 
